
SPREAD SHEET - CONTRACT" jsT HtU 


Reaolution of Issues Discussed vith 
at Meeting Held 15 October 1 


Issue 

1. Applicability of the Cost Principles to other 
than cost-reimbursement type contracts. 


Industry Position 

The extension of cost principles to fixed-price 
type contracts will inevitably result in formula 
pricing. Industry particularly objects to the 
requirement for submission of price proposals in 
accordance with the cost principles. Objection 
is made to use of principles in connection with 
terminated fixed-price type contracts and to their 
applicability to subcontractors and vendors. 
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15-000 Scope of Section. This Section contains general cost principles and standards 
for use in connection with (i) the determination of historical costs, (ii) the preparation 
and presentation of cost estimates by prospective contractors, contractors and subcon- 
tractors in negotiated procurement and in termination for convenience of the Government, 
and (iii) the audit of cost in the negotiation and administration of contracts, and (iv) 
the evaluation of cost data in procurement and contract administration. 


Part 1 - Applicability 

15-101 Scope of Part. This Part prescribes the use of the cost principles and standards 
set forth in the several succeeding Parts of this Section in contracting and subcontracting 
and delineates the nature of such use under different circumstances . 




15-101 »1 Use. Part 2 is prescribed for use: 

U) As a contractual basis, by incorporation by reference in the contractor, for 
determination of: 


reimbursable costs under cost-reimbursement type contracts including 
cost-reimbursement type subcontracts thereunder and the cost-reimbursement 
portion of time and materials contracts j 

terminations when the amounts thereof are determined unilaterally by the • 
contracting officer) 

costs of terminated cost-reimbursement contracts, 
basis for: 

the development and submission of cost data and price analyses by 
contractors and prospective contractors as required in support of 
negotiated overhead rates, requests for progress payments, and settlement 
proposals under termination; 

audit reports prepared by the Audit Agencies in their advisory capacity 
of providing accounting information respecting negotiated pricing, 
repricing and termination, 
il) By Contracting Officers in the evaluation of cost data, as follows: 

(A) In Retrospective Pricing and Settlements. In negotiating firm fixed prices 
or settlements /or work which has been completed or substantially completed 
at the time of negotiation (e.g., final negotiations under fixed-price 
incentive contract, redetermination of price after completion of the work, 
negotiation of final overhead rates, or ragotiation of a settlement 
agreement under a contract terminated for the convenience of the Government), 
the treatment of costs is a major factor in arriving at the amount of the 
price or settlement. Accordingly, AS PR, Section XV, Part 2, shall serve 

as the basis for evaluation of cost data. However, the finally agreed 
price or settlement represents something other than the sum total of 
acceptable coets, since the final price accepted by each party does not 
necessarily reflect agreement on the evaluation of each element of cost, 
but rather a final resolution of all issues in the negotiation process. 

(B) In_ F orward Pricing , To the extent that costs are a factor in forward 
pricing, A^PR, Section XV, Part 2, shall serve as a guide in the evalua- 
tion of cost data. The extent to which costs Influence forward pricing 
varies greatly from case to case. In negotiations covering future work, 
actual costs cannot be known and the Importance of cost estimates depends 
on the circumstances. The contracting Officer mist consider all the 
factors affecting the reasonableness of the total proposed price, such as 
the technical, production or financial risk assumed, the complexity of 
work, the extent of competitive pricing, and the contractor^ record for 
efficiency, economy and ingenuity, as well as available cost estimates. 

He must be free to bargain for a total price which equitably distributes 
the risks between the contractor and the Government and provides 
incentives for efficiency and cost reduction. In negotiating such a price, 
it is not possible to identify the treatment of specific cost elements 
since the bargaining is on a total price basis. Thus, while Part 2 will 
be used to evaluate cost data, it will not control negotiation of prices 
for work to be performed in the future, e.g., negotiation of a firm 
fixed-price contract, an intermediate price revision covering, in whole 

or important part, work which is yet to be performed, or a target price 
under and incentive contract. 

(iv) As the basis for the resolution of questions of acceptability of individual 
costs whenever such questions become issues. 
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Government Position 

We have recognized that industry objections to 
our previous draft are, to some extent, well taken* 
By emphasizing the pricing principles set forth in 
AS PH Section III, Part 8, and by treating the 
applicability of the cost principles to fixed- 
price type contracts in a separate section, we feel 
that there is less danger of formula pricing. The 
requirement for submission of price proposals in 
accordance with the principles should have no 
applicability to fixed-price type contracts. We 
do not agree with Industry that the cost principles 
. be inapplicable to terminated contracts. The 
principles would be used to provide general ‘guid- 
ance in both the prime and subcontract areas when, 
costs are a factor in pricing. 


Current Proposal 

1. A new part is proposed in Section XV to 
specifically deal with fixed-price type 
contracts. 

2. Pricing, as distinguished from costing, is 
emphasized. 

3. The fundamental differences between retro- 
spective and forward pricing has been 
maintained. 

4. The principles "shall be used as a guide 
in the evaluation of cost data required 
to establish a fair and reasonable price" 
when costs are to be considered in the 
negotiation of fixed-price type contracts. 


Latest Suggested Revision 
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Part 7 - Fixed-Price Type Contracts 

1^-700 Scope of Part. This Part seta forth -the guidelines to be used for the _ ^ 
evaluation oTccrEs in negotiated fixed-price type contracts and subcontracts, including 
terminations thereof, in those instances where such e valuation is required to establish 
t rices for such contracts, "fixed-price type" contracts Include, for purposes of this Part, 

I* f ni l n g t 

(i) firm fixed-price contracts (AS PR 3-U03.1) 

(ii) fixed-price contracts with escalation (AS PR 3-U03.2) 

(iii) fixed-price contracts providing for the rede termination of price (ASPR 3-U03o; 

(iv) fixed-price incentive contracts (ASPR 3-U03.U) 

(v) non-cost-reimbursable portion of time and materials contracts (ASPR 3-u05.1) 

15-701 Basic Considerations, (a) Under fixed-price type contracts, the negotiated 
price Ts~ the basils for payment to a contractor whereas allowable costs are the basis for 
reimbursement under cost-reimbursement type contracts. Accordingly, the policies and pro- 
cedures of ASPR Section III, Part 8, are governing and shall be followed in the negotiation 
of fixed-price type contracts. Cost and accounting data may provide guides for ascertaining 
fair compensation but are not rigid maasures of it. Other types of data, criteria, or 
•t*nd*rd« majr furnish equally reliable guides to fair compensation. The ability to apply 
standards of business judgment ae distinct rro» strict Mcounting pn^ipi- i- - wo-** 

of a negotiated price or settlement* , 

(b) Among the different types of fixed-price type contraction© need for 
consideration of costs varies considerably as i^cated^eis*^ 

(i) Retrospect ive Pricing and SettlgggRtST ^In negotiating firm. fixed prices 

or settlements for work which has been completed at the time of negotiation 
(e.g.. final negotiations under fixed-price incentive contracts, redeter- 
mination of price after completion of the work, or negotiation of a settle- 
ment agreement under a contract terminated for the convenience of the 
Government), the treatment of costs is a major factor in arriving at the 
amount of the price or settlement. However, even in these situations, the 
finally agreed price or settlement may represent something other than the 
sum total of acceptable costs, since the final price accepted by each 
party does not necessarily reflect agreement on the evaluation or each 
element of cost, but rather a final resolution of all issues in the 
negotiation process. ^ , , . 

fi±} Forward Pricing. The extent to which costs influence forward pricing ^ 
varies greatly from case to case. In negotiations covering future work, 
actual costs cannot be known and the importance of cost estimates depends 
on the circumstances. The contracting officer mist consider all the 
factors affecting the reasonableness of the total proposed price, such as 
the technical, production or financial risk assumed, the complexity of 
work, the extent of competitive pricing, and the contractor's record for 
efficiency, economy and ingenuity, as wU « avail^ie cost es^^ates. He 
must be free to bargain for a total price which equitably distributes the 
risks between the contractor and the Government and provides incentives for 
efficiency and cost reduction. In negotiating such a price, it is not 
possible to identify the treatment of specific cost elements since the 
bargaining is on a total price basis. Thus, while cost data is i a 
valuable aid, it will not control negotiation of prices for work to be 
performed, or a target price under an incentive contract. 

15-702 Cost Principles and Their Use, (a) When, pursuant to ASPR 15-701, costs are 
to be considered in tne negotiation of fixed-price type contract, Section XV, Part 2, 
shall be used as a 'guide in the evaluation of cost data required to establish a fair and 
reasonable price in conjunction with other pertinent considerations as set forth more 
fully in ASPR Section III, Part 8. ^ ^ . 

(b) Whenever an occasion arises in which acceptability of a specific item of cost 
becomes an issue. Section XV, Part 2, will serve as a guide for the resolution of the issue. 

(c) In applying Part 2 of this Section XV to fixed-price contracts, contracting 
officers will* (i) not be required to negotiate agreement on each individual element of 
cost) are! (ii) be expected to use their judgment as to the degree of detail in which they 
consider the individual elements of cost in arriving at their evaluation of total cost, 
where such evaluation is appropriate. However, the negotiation record should fully 
substantiate and justify the reasoning leading to any negotiated price* 





Issue 

Recognition of all normal and legitimate 
costs* 


Industry Position 

Industry believes that the Government should 
start from the proposition that it is -filling 
to accept any cost which has been incurred 
or accrued, in good faith, by a responsible 
contractor exercising its best management skills 
in the conduct of its business* 


Issue 

The issue is whether the cost principles 
should contain rules or guidelines for deter- 
mining the "reasonableness" or "allocability" 
of various cost elements or whether we should 
accept as the criterion "generally accepted 
accounting practices •” 


Industry Position 

Industry feels strongly and nearly uniformly that 
"reasonableness 1 * and "allocability" of costs should 
be governed by good accounting practice as reflect 
in going accounting systems and that the govern- 
ment should not adopt special tests or criteria 
which require significant variations in industry’s 
accounting systems* Hence, they feel that the 
cost principles should not attempt to prescribe 
how to evaluate the "reasonableness" or the 
"allocability" of any element of co.st and, above 
all, that we should not say that a cost is not 
allocable to us* 


jssug, 

/. Advanced understandings with respect to 
certain specific cost elements. 


Induatrr Eaaiilaa 

In general. Industry agrees to the concept of 
reaching an advanced agreement on the contro- 
versial cost questions* However, Industry 
is fearful that advanced agreements will be re- 
quired in each Instance and that the absence of 
an advanced agreement will result in cost dis- 
allowances* Industry recommends deletion 
this section of the regulation* If retained, it 
should affirm that failure to negotiate in ad- 
vance does, not lead to disallowance, that ini- 
tially negotiated amounts or clauses may be re- 
opened on showing of necessity or changed circum- 
stances, and it should provide a forum in which 
contractors might negotiate these factors on an 
overall basis* 
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has been et.ted to apply broadly to “g »aSSSe»« aM allocability of 
eituatione. Thus, aa to ary given particularly in the case of eon- 

certain iteme of coat may be difficult substantially with the Government. I " °^ er 

tractors whose business is based on unreasonable ness or non-allocability, 

to avoid possible subsequent disaUSwance beeedon thoaa ub csa work is pre- 

It is important that prospective contractors, partio^-^^y^^ tha Government in 

dominantly or substantially with the Covernaen , '^categories where reasonableness 

advance of the incurrence of T' fte^r^ch a^eelnt mv be Initiated by the 
or allocability are difilcult to det »™i n ®; o ^ C “ a incorporated In cost-reimbursement 
contracting officer. Any such “ c ^° oasa of nego tiated fixed- 

type contracts or made a part of the coat determinations covered thereby through- 

price type contracts, and should go Included are such elements as» 

out the performance of the related USPR 15-M4.2(f))> 

(i) compensation for per TOn^ ser^ces (AS FR (6) ) . 

a, ■ : 

(vii) royalties (ASFR 15-204.2UJ))} p . 

fiSPR 15-204.2(38) (5))* 


Government Position 
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A 3 a generality, we agree that we should accept 
our share of the normal expenses of doing business. 
Nevertheless, the difference between commercial 
business and government business is such that 
certain types of expense should not be allocated 
to us, no matter what the accounting system of the 
contractor normally provides. Examples of such 
expenses are entertainment expense and reserves 
for commercial bad debts. 



Current Proposal 
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Government Position 

"Generally accepted accounting principles" are 
broad standards for the evaluation of the financial 
position of an enterprise and for the measurement 
of income and expense over a given period of time. 
Thus a system may be maintained in accordance with* 
such principles and fulfill the requirements of 
management, the stockholders, the taxing authori- 
ties, and others, and yet not yield cost data 
satisfactory for cost reimbursement or to support 
pricing judgments without some adjustments. 
Accordingly what may be "good accounting practice," 
for the purpose of determining the company’s 
overall income and expense, may be inappropriate 
when determining the price to be charged a 
particular customer or class of customers. 


Current Proposal 

We have made no additional changes in the cost 
principles to accommodate this Industry argument. 
However, we have suggested that the title of 
Section XV be changed to "Contract Cost 
Principles and Procedures." 
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We think that the desirability of reaching ad- 
vanced understandings on certain controversial 
items is an important feature of the regulation 
and should be retained. We have made certain 
changes in this section of a clarifying nature 
which are designed to accommodate the industry 
objections in some degree. 

\ 



Ve propose that the cost principle be changed to 
clearly indicate that "the absence of such an ad- 
vanced agreement on any element of cost will not, 
in itself, serve to make that element either al>- 
able or unallowable." Additionally, ue have / 
gated the items for which advanced understand! 
are "normally essential" from those where eleme. 
are "normally appropriate.” 


Latest Suggested Revision 
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Modify 15-204.1 (b) of the 21 August draft to read as follows t 

" ... Such agreement may be initiated by contracting officers individually or Jointly 
for all defense work of the contractor, as may be appropriate. Any such agreement 
should be incorporated in coat-reimbursement type contracts or jnade a part of the 
contract file in the case of negotiated fixed-price type contracts, and should govern 
the coat determinations covered thereby throughout the performance of the related 
contract. The absence of such an advance agreement on any element of cost will not, 
in itself, serve to make that element either allowable or unallowable. However, the 
nature of certain costs is such that advance agreements are normally essential. 

These are: 


(i) pre-contract costs (ASPR 15-204.2 (dd)); 

(ii) royalties (ASPR 15-204.2 (jj))j 
(ill) travel costs, as related to special or mass personnel 
movement (ASPR 15-204.2 (ss)(5))j 

Examples of others for which such agreements are normally appropriate, though 
not essential, are: 

• (*▼) use charged for fully depreciated assets (ASPR 15-204.2 (i) (6) ) 

(v) compensation for personal services (ASPR 15-204.2 (f)); 

(vi) deferred maintenance costs (ASPR 15-204.2 (t)(l)(ii)): 

(viij research and development costs (ASPR 15-204.2 (ii)(6)); and 
(viii) selling and distribution costs (ASPR 15-204.2 (kk)(2))." 
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I»W. 


Industry PnalMrm 


5. Advertising Costs. 


while recognizing that some forms of advertising 
are seldom, if ever, properly allocable to govern- 
ment contracts. Industry protests the absolute 
exclusion of certain types of advertising costs 
and wants the right to present its case in negotia- 
tions to show whether and to what extent its adver- 

in 3 ehfr«ft«5 b< Tf U to the CoV6rnment , is reasonab 
in character and in amount, and i 3 fairly allocable 
to government contracts. 
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15-201.2 gglMtflLfoatfl* 

(a) MXSllialflg Cggtg. 

(1) Advertising costs include the cost of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 

. and window displays, conventions, exhibits, free goods and samples, and sales 
literature* The following advertising costs are allowable i 

(i) advertising in trade and technical Journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 
(iij help wanted advertising, as set forth in (gg) below, 

when considered in conjunction with all other recruiting costs. 

(2) All other advertising costs are unallowable. 


Issue 

6. Compensation for personal services. 


Iiidualix fgalUga 

Prior to the 15 October meeting, we had changed 
this principle so as to allow the inclusion of 
profit sharing plans as a part of total compen- 
sation. Industry agrees with this change. 


10 Sept 1957 - 8/21/58 
(f) Compensation for Personal Services. 

(l) General . Compensation for personal services includes all remuneration 
paid currently or accrued, in whatever form and whether paid immediately or deferred, 
for services rendered by employees to the contractor during the period of contract 
performance. It includes, but is not limited to, salaries, wages, directors' 
and executive committee members' fees, bonuses, incentive awards, employee stock 
options, employee insurance, fringe benefits, and contributions to pension, annuity, 
stock-bonus and plans for incentive compensation of management employees. Except 
as otherwise specifically provided in this paragraph (f)> such costs are allowable 
to the extent that the total compensation of Individual employees is reasonable for 
the services rendered and are not in excess of those costs which are allowable by the 
Internal Revenue Code and regulations thereunder. 

. b. Compensation is reasonable to the extent that the total 

amount paid or accrued, is conmensurate with compensation paid under the contractor's 
established policy and conforms generally to compensation paid by other contractors 
of the same size, in the same industry, or in the same geographic area, for similar 
services. However, certain conditions give rise to the. need for special consideration 
and possible limitation as to allowability for contract cost purposes where amounts *■ 
appear excessive. Among such conditions are the folSovingt 
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fimraraat fgalUoa 

We feel that it is feasible to exclude certain types 
of advertising as being inappropriate for allocation 
against government contracts. This is particularly true 
with respect to product and institutional advertising. 

Ve have made certain relatively minor changes in this 
principle to accommodate Industry's suggestions. 


J 

Qmrsirt Proposal 

We propose that this principle be liberalized somewhat 
to include the cost of exhibits sponsored by the Govern 
ment as well a3 advertising for scarce materials or dis- 
posing of scrap or surplus materials. 
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Latest Suggested Revision 
15^204,2 Listing of Costa. 


(a) Advertising Coats. 


(1) Advertising costa include the cost of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio and 
television programs, direct mail, trade papers, outdoor advertising, dealer cards 
and window displays, conventions, exhibits, free goods and samples, and sales 
literature* The following advertising costs are allowable i 

(i) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services for 
sale but is placed in journals which are valuable for the 
dissemination of technical information within the contractor's 
industry? 

(ii) help wanted advertising, as set forth in (gg) below, when con- 
sidered In conjunction with all other recruitment costs; 

(iii) costs of participation in exhibits sponsored by the Government 

for the purpose of developing military applications of products; and 

(iv) advertising relating to accomplishment of the contract mission for 

the purpose of obtaining scarce materials or equipment, or disposing 
of scrap or surplus materials. 

(2) Except as provided in (iii) and (lv) above, all advertising which offers 
products for* sale is unallowable. 


J . GaYernaip n t , , pq ajtiaa 

I While no substantive issue with industry remains 
on this principle. It is felt that certain addi- 
; tlonal language is desirable to recognize that, 

! in the determination of reasonableness of total 
• compensation, contracting officers, as a practical 
matter, can only cope with the unreasonable or out 
of line situation. Since this is true, it Is felt 
j that we should inject some flavor of this approach 
into the coat principle to assist contracting offi- 
| cere In an extremely difficult area of contract 

; administration. 


Current Proposal 

tfh. following Is proposed as an addition to the 

August 21 draft of the compensation principle 

"in the administration of this principle, it is \ 
recognized that not every compensation case need \ 

be subjected in detail to the above tests. Such j 

tests need be applied only to those cases in which i 
a general review reveals amounts or types of com- I 

pensation which appear unreasonable or otherwise 

out of line." 


Latest Suggested Revision 


:>n 


f* 


r 

the 


p's 

3 

r 

tion 

s 


(f) Compensation for Personal Sfflglffla* 

(l) General . Compensation for personal services includes all remuneration 
paid currently or accrued, In whatever form and whether paid immediately or deferred, 
for services rendered by employees to the contractor during the period of contract 
performance. It includes, but is not limited to, salaries, wages, directors and 
executive committee members' fees, bonuses, incentive awards, employee stock options, 
employee insurance, fringe benefits, and contributions to pension, annuity, stock- 
bonus and plans for incentive compensation of management employees. Except as otherwise 
specifically provided in this paragraph (f), such costs are allowable to the extent 
that the total compensation of individual employees is reasonable for the services 
rendered and are not in excess of those costs which are allowable by the Internal 

Revenue Code 'and regulations thereunder. . . .. . . . 

k* Compensation is reasonable to the extent that the total amount 
paid or accrued is commensurate with compensation paid under the contractor's 
established policy and conforms generally to compensation paid by other contractors 
of the same size, in the same industry, or in the same geographic area, for similar 
services. In the administration of tMn principle, it is rfl.CQgnlSfid tt l ftt 09* S2S O. 
compensat ion case need bv subjected. In detail *h9 afrQYfr 

bv applied only to those cases i n which ^.general review r<?YSala ftWOTntfl <2X tTW 2 . L 
compensati o n which appear unreasonable on. otherwise OUtr StL li lWt . .f 6 !* n 

conditions give rise to the need for special consideration and possible limitation 
as to allowability for contract cost purposes where amounts appear excessive. Among 
such conditions are the following! etc." 
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Issue 

Research and Development.. 


Industry Fn«Ht.jo n 

Industry spokesmen argued, strenuously and per- 
suasively against our previous draft of this 
principle. Basically, Industry contended that 
applied research should be grouped with basic 
research, and not with development. 
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15-20U.2 

(ii) Research and Develops nt Costs, 

rsa ,tr 

Of knovledga tJP6 f® S8arch i» directed toward increase 

5££.U« $££ UJJ derstandlng o? 3 the sibJecV^e^r^er^ I fprLuci. 
a^ontrSt ° f lnd6 P® n ?® nt baslc research (that which is notsponsored by 
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pr^oaoee-, OTiuaiv^oX^deelgrr/manofacturing and production engineering. Coats of a 
contractor's independent applied research and development (that which is not sponsored by 
gr ? at > t °^ 6r arrangement) are allowable, subject to (6) below, under any 
SUCh research and development are related 

t0 ™®P 1104110 ^ lines for which the Government has contracts and such costs are allocated 
as indirect costs to all production work of the contractor on such contract product lines. 
Costs in independent applied research and development are unallowable under research and 
development contracts. However, in case where a contractor's normal course of business 
does not Involve production work, the costs of independent applied research and 

r!I.??^K*i WOrlC l ? ? ot 3ponaored b 7 contract, grant or other arrangement) 

are allowable, subject to (6) below, to the extent that such work is related and allocated 
as an indirect cost to the field of effort of the- Government applied research and 
development contracts. 

(k) Independent research and developments shall absorb their appropriate share 
of the indirect costs of the department where the work is performed. 

V5) Research and development costs (including amounts capitalised), regardless 
of their nature, which were incurred in accounting periods prior to the award of a 
particular contract, are unallowable* 

(6) In addition to the definition of reasonableness provided in ASFR 15-201.3, 
the reasonableness of expenditures for independent research and development should be 
determined in light of the pattern; of the coat of past programs (particularly those 
existing prior to the placing of Government contracts), with due consideration to changes 
in science and technology. Such expenditures must be scrutinized with great care in 
connection with contractors whose work is predominantly or substantially with the Govern- 
ment. Where such expenditures are not subject to the restraints of commercial product 
pricing, there mat be assurance that these expenditures are made pursuant to a planned 
research program which is reasonable in scope and is well managed. The coets should not 
exceed those which would be incurred bv an ordinarily prudent person in the conduct of a 
competitive business. (See ASPR l5-20U.l(b).) 


id per- 
this 
ad that 
basic 


Government, .Position 

Ve have changed our basic position on this prin- 
ciple and our redraft incorporates the industry 
suggestion that applied research be grouped with 
basic research. Ve have added the concept, how- 
ever, that in some cases it is desirable that the 
Government bear less than an allocable share of 
the total cost of a contractor's research program. 


Current Proposal 

The revised research and development cost principle 
has been officially approved by all parties at inter- 
est, with one exception. As redrafted, we expect this 
principle to be acceptable to Industry. 


Latest Su ggested Revlslo^ 
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of their ^appropriate^har^'of'^indirectHand'admlnistr u^ 8 “ amount for the absorption 
^accordance with its .ccountS 1 ^^/^-- 

nature, which were incused t in°accountine d Deriod° Unt f ca P ltadlzed ) > regardless of their 
contract, are unallowable? aeoountln * Periods prior to the award of a particular 

da\ermined flight 9 ** m^Unert^onsideMtn^ 911 * ?“ arch 8,1,1 development should be 
and development activity coat of nsidorationa such a* previous contractor research 

Such expenditures should be pursuant to^broS ii* '^T 88 * ** selence “ d technology, 
scope and well managed. SuchcSSSiSr!. ^f!!l P f a ?f ed P rogran » uhich 13 reasonable in 
scrutinised with grfat care In «i3 P * ,1 J Ujr . fcr daTal »P«»t) should be 
substantially with tha government contractors whose work is predominantly or 

are particularly import£t iHui Zu « T“‘ S 83 describe in ASFR 15-204.l(b), 
contractor's independent research and^velo^e^t ™ cognitlon ^t cost sharing of the 
efficient accomplishment of such program it^W A P rovid e motivation for more 

bear less than an allocable s^V nhTtl’ 9 ?^ ; 111 SCOe ea “ 3 that tha government 
stances, the following are among the anm-McS. f th9 v pr0gran ‘ Undar these circum- 
mont. (i) review of the con“actor-s P^sed rel ? 37 ?! “T* “ the baalfl Cor ««r.e- 
ment to accept the allocable costs o/a^Z L 8 ' 1 ' 1 davalo P” a "t program and agree- 

maximum dollkr limitation of coats pr ? j9 ? 8; (il > agreement on a 

Government, and (iii) agLZ^ZZ^ f Whlph ulU ba acca P tad ^ the 

contractor's planned re S^LZZXent So^ 6 ^ ° f * ^"^S 8 ° f «» 
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Congressman Hebert Letter - 9 February 19 & 
Current ASPR 

B**a?t of 21 August 1958 
Proposed R&D Principle 



She following recommendations grow oat of the industry-government meeting 

concerning Contract Cost Principles held 15 October 1958. 

JPHJCABILrof : She industry speakers spoke more against the substantive 
. siovislbns of the proposal than against the revised applicability. 

Mr. Pilson established the requirements ftor costs in the procurement 
pro ce ss which are embodied in the ippilcablllty. It is recommended 
that no change therein be taken. 

JgX COSgH t As Important as this c on ce p t is to industry, it seems to us 
that industry did not establish the n e c es s ity of eertaln costs to 
g o ver n me n t b u siness ■ ■ enterta iaaeot for example, it Is recommended 
that the ALL COST concept not be adopted. 

HEASORABLEMSS ASP AIlflCABILm * We do not fed that industry eas 
persuasive on their contentions here. We yyi change in 

philosophy with respect thereto. 


ADVANCE 




moiMS i Since there can be no better conclusion of 


reasonableness and allocability than that which Is specifically 
negotiated, ee reccmnend continuation of the advance understanding 
concept. Whether tire items enumerated thereunder are correct ought 
to receive further consideration • Industry may have something when 
it points cut the absence of a suitable mechanism for a single, or 
even three, (A,H, & AF) negotiation. In this, however, tire entire 
contracting officer concept is brought in issue end a suitable solu- 


tion which will not seriously affect this very important present 
theory. 


APytMlfilhu ; We thought that industry put up a good case for the 
eligibility of advertising fbr the purpose of securing subcontracting 
sources and scarce materials. They put «p a reasonably gcod case for 
institutional advertising as well. We recocmend that the former be 
allowed and that allowability of the latter, with appropriate limita- 
tions, be reconsidered. 

COMiiiifKAl'IOH r industry found the substance of this principle round. 
This, consequently, is no current problem. 

AHD jflEVBMgErE : Mr. Eoladay provided the most significant 
contribution which was to the effect tint while it was difficult to 
separate general and applied research, it was likely that industry 
sub s t antia l l y did research only for which they could see benefit. 

Be suggested that we do away with the difficult area of applied 
research and state the principle only in terms of "recearoh and 
"development". Me reccaae a d that this principle be embodied in a 
proposal and that another Joint meeting be held between ASD(S&L), 
I8B(CCHP), ASDtKB), Dir. Qulded Missiles, Sir. Advanced Research 
Project# Agency, the Departmental Materiel and Research Secret a ries 
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,0' 12', 1959 Drift of ASPR XV 


tSLWta <b£ « , biUTS.rS^tlc of <* -:ts 

= ?S3Sr » 

to understand 1* the intent of^ the Ck^er^^.;^^ -, , 

:'"• •'■• •**•'$’ A: ;' ;'/ ,’t>^i ^ : ii*tiB« : of' tbe cost* specified a* unallowable : \f 

It is believed that a l living ox w w» jr- ■*. 

aras i^“r^- - ~-’SKsaa»i : -~ : 3 

proposed revision of ASH XV which do not axi*t at 

>• s^^r;i’2r~s,ai;s svissr' : 

S^cffoUovl.* .«h*et.ti« I* tt. foliwlo* t*bU. ^--i r 

i&^a«rS. IX u trjd. ^rfi- 1 Jff^r - : 

Vhich "does not offer specific product* Xor nalebut li _ 

-^ed for* the purpose of offering financial w»ort to Journal^ 

^ch a« val^a?le for the dis*e*i nation of technical info«ation 

vi thin the contractor's lr£u*try"f\:\'-- : -v.- 

The ucv cott principle. -I 

additional types of advertising, and both of theae have gen rtw , 

be^n considered allowable under present u 

language. Tbe two added. . types of 

follows ; i_. • '• ' ‘ ■ ' t- 

(1) "Costs of participation In exhibit. - - 

'" (a) upon invitatiMJ of 'the Ooverrawnt, or 
(8) which exhibit* are for the purpose 

dise emlna ting technical Info maUo n wltliln ; ;^; •,.•• _ 
the contrector'i Industry; haverer# .- 

- - cott> are not allowable under this 
paragraph (B) if the' exhibit ott*c» 

■■V '%£. C ,• ' product* or **rvic*f l] -. 

(2) "Advertiaing for the^ ^ exclusive purpose of obtalalaf ; 

*caroe»aterlAl», plant, or equipowit, w ^*P®*^* | 

■ of scrap or eujplua nateriala, lA coanectloa Jilt# 

;: ' f y ;■’.• • the 
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>ratever small addition which the new draft makes to allw&bl* 
ad.-ert.slng will, in most cases, be rare than offset by making 

U f*f^ e v la tbft CCit ^ciples the "corollary mlministratlve 
Cv-sts wh. ch were cot disallowed by present A SPR XV. 


the present ASra XV and the new graft 
thAt both of then sees to make unallowable more than vbtt has ^ 

U f b r 3 expr * a69d a * Government ' a intent to disallow, v 
and this in turn induces vell-lntentiohed Government representatives 
£ ^ .M-y.rtl.-ts, („, thereby m^e 

of costs Which are really normal costs of doing business?** tbs 
public regions or other stellar categories* 


It is suggested that the real iateht of the Government with rtsvect 
fflLae^ i0Va&A * ftdvertiain ? could best be expressed in the following 


"Advertising costs are allowable except for such costa 
representing advertising which: - ■ • 


'(b) an." r 
of v 


offers products or services far sale, or ’ 

is institutional in character, but la placed in ;3 
iLedia of general circulation such as radio, 

-television outdoor signs, newspapers gal 
magazines (other than trade and technical Journals). 
Eowover, advertising of this type is allowable when 
directed toward the development of sources of supply." 


^atiOn or depreciation of (l) unrealised appreciation 
a^uee of assets, or (il) assets fully amortised or 
eclated on the contractor's books of account." 


^n^- XAa f aa !! nct 14sotlc,Ll > the substance of the new 
c.s. rinclpue. is the sa* as that quoted above, and both setT 

of principles make provision for a use or rental charge when fully 
ln P thi la T^ + M8et * are used in .performing Government contractsT^ 
^tter connection, the proposed new ASPR XV has limitations 
LOt iii the present cost principles* 


“'“T** ° f «U.etlM) r*.«rv.. 


The present ASPR has generally been interpreted not to 
us*Uo«bl. th w d.bt. .rt.Ug out of^UtloMhl,. !£r tlu 
these with customers. The new language seems to be intended toi 

' Veo5ntI"^lJd ^ insertion of "custa»ers'"Wore 

accounts and the omission of ."customers' "between 

'ar^n*"^-*fr^"a»yunt Mcoa ? ilae “* 3r v#r 3 r result in costa 
beL^lsld'to be u ^ subcontractor. : 


re Id to k* ^w^xoyM ana «*ocantra< 

■* w^jrtsi 


JJl' uuit) i» 




r ^ 




?•€« 3 

except that the actual practices under the present ASPR language 
are re.cogr.iced in the new draft by asking such cost* allowable 
*‘vbe^ pale to bona fide employes or bona fide established coaoercial 
or * cluing agencies maintained by the contractor for the purpose 
• of ; securi^/business.?*^;;^:;^ 

"(e) contingency reserves". . : 

The tev cost principles differ fro® the present ones «r.iy is tie fact 
that it is intended that they be used in situations (tensinatione 
under fixed price contracts, forward pricing of fixed price contracts, 
etc.) in which present ASFR XV does not apply. However, there; is nc 
real broadening of the allowance of contingency costs. 

"(f) contributions, end donations". •’ 

Tiiere is n, change at all in the new ASPR XV, although sons of the 
earlier drafts did m&lte sons such costs allowable. 

"(g) dividend payments." 

Although not specifically mentioned in the new draft, there is no 
question but that such jayasat* 'are still unallowable, if only because 
they are to t considered as "costs" under generally accepted 
accounting- principles and practices. 

' (b) entertainment"' 

Such cost* are still unallowable under the new cost principles. 

"(i) federal taxes on lacaas and excess profits." 

Such taxes are still unallowable under the new draft. 

"(j) general research, unless specifically provided for elsewhere in 
the contract. " 

Under this quoted language and that in present AS?R 15-502 (ft), it hne 
been cuctocsary for most contractors to provide In their contracts for 
allowance of general research and development costs. • 

The May. 12 draft csoi.ee basic research and development costs all owable 
subject to certain limitations not found in most cases where special 
contract coverage is obtained under the present ASPR. furt her , the 
new ASPR language suggests the desirability of special mention in the 
contracts for this item of cost (thus paralleling the present require- 
ment) and certain other procedural steps and/or limitations not 
contained in owtsy parent contracts. 

It 1 s believed that, for many of the Gove rmaent ’ s major suppliers, : 
the new draft would curtail, rather broaden, the allowances ~ i- ■ 
for basic research and d eve 1 opasent . It is also only fair to state 
that the language of the May 12 draft represents s ' great laqroveaeat 
over that in soes of the earlier drafts, which would have required 
unrealistic segregations and allocations. ; ' 
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"(k) interest on borrowings ( how v*r represented), bond discount and 
expenses, and financing charge*." .C-i.,'- - '•• •■,?:Vr-; r- 

Tbc new draft would Bake unallowable *11 Of the faregafcg cost* and, in 
addition, would Bake unallowable *31 other interest eoete except thoeel 
as se seed by state and local taxing authorities under specific condition 
set forth in paragraph 15 - 205 .tl. It 1* believed that the insertion 
of "on borrowings" after "interest" la the first line of new paragraph 
. 15-205.17 would restore the allowances' kad disallowances of Interest 
almost to the basis prescribed by present A SPR XV. There appears -'H 
to be no reason to narrow the allowable interest costs because the 
Government * s Interests are fully protected against unreasonable or 
non -allocable interest charges by the general tests of allowability. 
Certainly, the language of the new draft 1s deficient in that would 
gake unallowable (contrary to our understanding cf the Gov* meant' s 
intent) interest related to principal suae Which are themselves allovatj 
(e.g. interest on Judgaeats or arbitration, awards la favor of eayloyes 
or suppliers). . ^ v 

"(l) legal, accounting and consulting services and related expenses |a 
incurred in connection with organisation or reorganisation, prosecuti 
of patent infringement litigation, defense of anti -trust suits, and 
the prosecution of claims against the United States". 


•as 


m 



The new draft would* continue to treat all of such costs as unallowabls 
but would also make unallowable the costs of defending patent 
infringement litigation unless otherwise specifically provided la | 
the contract. It Is believed that the present ASPS XV is too 
restrictive, and certainly there seeaa to be no proper basis for f« 
limiting It Baking unallowable the defense of patent Infringement dalss 
Bo contractor can prevent claims being asde against him, no matter . .Jl 
bow capricious those claims Bay be, nor can he predict the likelihood |j 
of ruchdaims being smie with sufficient certainty to warrant special 
contract coverage. In ansae cases, it nay be essential that a 
contractor defend against patent infringement claims In order to v : 
continue performance of Government contracts and/or to avoid the 
* payment of royalties. In any event, the costs Of patent infringement 
defences should continue to be allowable costs, and this could be 
cured in the new draft by the insertion of "prosecution of" before 
"patent infringement” in the next to last 11ns of l 5 -d 05 * 3 l(e)* 


m 




"(a) losses from sales or exchanges of capital assets, in c ludin g 
investments." . 


’ >.■ ‘K- .V, ■' \ i *,* -* V- 




■*» 

■M 
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Such costs are still unallowabls In the now drafW 
"(n) losses 00 other contract*." 




y-i-tf. 




The language of the new draft scene to be Intended to continue the ; ; 
present disallowances, but say be interpreted to be oven broader 
in that the parenthetical phrase Bay be construed to Bake' unallowable 
certain research costs which have been allowed in the past on the 
baeis that they represented the eoete of research programs broader 
in scope than that funded by the Gcvtmaent under a research contract 

’ ,;C.; V ' " '' 
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»(f) ; i^i yv tenamce ;• depreciation and ©hfcsr coatt 

faciimes (ijtoln&iv mBeM&ry «* eqjiipaent) otter tten tetsotebte ... ,•;. ,. j 

■ euaity 

Tta provlelona of the on trait Bate «* •*»» coat.unallsMhla. | 

•(,) premiums for iaaoraaea on tin ‘liven of director. , offlMra, . :■ , .,. j,. - J 
j^prtetor. or othtepteacnar^W* th. ooatrartor la .tte,^.^ ■ ,1 

beneficiary directly 

tta propoeedte, enat principle. vould ^ 4 

officer., pertnera, or Proprietor. • •» - Y ; I 

that the insurance repreeentn additional coymeati on - J &e^ ^ ; , J 
it) „ riToviaion is not- entirely clear, out it if iu.xejy \*»v *v _.., : . ; ^,^ vv; v ^ 
vlil^be interpreted as diaalloving euch insurant* Vhea '-"1 

i, the beneficiary aad allowing the ineuranea f^J ***** ?. t 

individual la the beneficiary and the inauranca ia.tterator*,. Ute,^,. 

: . any other employe fringe benefit insurance. \ J -• • v 

/- *( 4) selling and di stribution activities not related to tbe c<fflti^||^g| 
.product*." - . ^ -* •- -> -'-■ * 'V • % 

The above ^oied'prcvlilon tee eene rally teea atolnl *ere«te » ^ ! | 

vSch penelte the allovance of telling and attribution coat, if they are g 
Si^lT.U «»»nt aBd«* aUte*Ud 1«. «« ajauwj m m^-J^J SSOA 
new draft, while using many acre words, aeems to leave tbe ^a ••.-:•;• • :vi 
: r^cos^identictl wi^ ttei, . 

"(r) taxes and expenses in connection Vlth- financing, *^ xula ^ Ilg/ Ji 

or retiring aperatlona, including the 
exchange*.'" -r tt \ -,. ifJ ^yrC^^v ;% .^3 

Base type* erf co*t* •w'rtiU unallowable under the j‘J 
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Tvy the foregoin g anelysis> it *hould be evident that the May 12 
SSt^el no? «£e Movable any of the sort. rr *^ 

XV with the possible exception of the very «dnorchar«e ^ 
Advertising fhoee case* In %diicfctSx preposed nev ASPR aectlon ;■ 
SSft£S : i«2dS»^£ unalXo-abUity erf the cited type* <rf^*t^ ; .. 
have bean noted in the»e cesCTient*.- Of particular concera 1* tte f_ 
that, even^ ^Vhere Slanguage of the new aaxtf'^ 

ttsre vord* than are found in the preaent ASFB - 1 * 

V nev problem* of : interpretation and «aay nev quesUens with 
aatters vhich have been catiafactorily reaolvad under 

- coat 

i; ': Yh. D ev draft not only fail* to liberality but* 1* ;■«* r<Mrfc rlctiv« 

* the present ASPR XV ln that it Katies unallovable cerfcfi tt -y tC:. 

•\ ' xicrt epeclficalljr xmAer tim premn t co*fc 

V S ^tTt n V 1 U nov apply to t»a. &S “ 
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It ie true that the new draft prescribes that it be used in 
connection vith fixed price type contract* a* a gui4* only. fr-vever, 
eaa“ year* ego a s imilar Instruction was issued vith respect to the 
ufte of present A3Ht XV as a guide in connection vith fixed price 
contract negotiations. Ttfr instruction had to be rescinded Vhsn 
it becaxe apparent that the ASPB cost principle* were Carrying too ; _ 

Rich weight sad were otherwise complicating fixed price contract .^r: 
negotiations. There le no reason to believe that the results vill b# 
any different if the nav cost principles are hade applicable « a 
guide in negotiations of fixed price type contracts. If anything,; ;-■«,/.■■■;' 
♦>» dcv draft would cover a broker field than the prior instruction 
lx that it would eleo apply to terxl nations under fixed price type 
contracts, whereas the ASPR VIII cost principles (developed after : • 

lengthy Government *iaductr^ coordination) governed flx&& parlct typ# 
contract terminations, under the prior instruction. • 

By specific mention, .the new draft would male unallowable the following 
type* of costs as to which present ASPB XV le Clients £. 

1. Certain civil defense costs * see paragraph l$-£05»5(*)* 

2. Fines and penalties • see paragraph 15*235*33 { 

Even assuming' that the costs of fines end penalties should be 
unallowable, the language used in the nev draft (aside free the 
paragraph title) is bo broad as to cause the disallowance of costs 
which are not fines or penalties assessed by governmental 
authorities. For example, the draft language could be used to 
disallow the costs of saving inflsacable materials found t©^ ; 

be stored in a manner violating fire regulations. The nev draft 
could Unit the disallowed costs to what is understood to be^ 
the Government’* intent by inserting "of fines and penalties . 
after •'costs’’ in the first line of paragraph 15-205*13* 

■> , Tat provi si one covering insurance and indemnification (sea 

- paragraph 15-205.16) contain aoae limitations not found in present 
ASPB XV azri, in part at least, appear to be in conflict jrith the 
provisions of the "Insurance Liability to Third Fersoa* clause 
prescribed by ASPS 7*203*22* ;*? . 

k. Maintenance and repair eosts (aee paragraph 15-205-20) tra - 
limited in a manner cot found in the present ASPS XV. • 

5. Paragraph 15-205-29 covering plant reconvei'si cm eosts specifically 
disallows certain costs a* to which the present ASi^ XV is silent. 

6. The last sentence of paragraph 15-205. 33 , dealing with recruiting 

coats, provides for the non-allowance of; certain costs not covered 
by present ASPB X?* •••* ' '/ 

7. Paragraphs 15-205 *3^ and 15-205J6# cowering rental* ai* «QralUes, 
respectively, nabs unallowable certain costs not divalidwod by the 
present, cost principles. -. 


L J 
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8. Limitations not found in present ASFB XV are attached to 
severance payments - see paregraph 15-£05»39* 



q. paragraph 15*205. kl concerning taxes contains linitatians and 
procedural requirements not found in present ASFR XV. 

10. paragraph 15-£05.**3 covering training and educational costs 
includes limitations not contained in present ASPE XT. 

2i. There are numerous paragraphs ' in the new draft V h lc h cont ain 
descriptions of certain types of costs Which are specified 
as being allowable, but the listings are far froa complete. 

If the language is interpreted to wan that other unsseticusd 
costs under the s&ac gcneal -healings are unallcvslub, the new 
draft will result in disallowing many costs which- have been 
and should continue to be considered allowable. 


In summary, it is believed that any fair and reasonable appraisal of the 
K&y 12 draft can only leal to the conclusion that it not only falls to 
liberalise the cost suJovances of present /.SFR XV, but it actually will 
teed to sake unallowable more costs th an do the present cost principles. 

Such an appraisal, particularly when sale in the light of the actual 
language of tbs draft as contracted with ar^lified ajcjilanati one of intent 
of the drafters, gives rise to a belief that, if nade effective in anything - 
very each like, the fora of the May 12 draft, the new cost principles will 
have adverse effects on the negotiation and performance of affected 
Government contr&cti aai ’ rubccntrscti • 
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SECTION XV 

CONTRACT. COST PRINCIPLES AND PROCEDURES 

15-000 Scope of Section . This Section contains general cost princi- 
ples and procedures for the determination and allowance of costs in con- 
nection with the negotiation and administration of cost-reimbursement type 
contracts and contains guidelines for use, where appropriate, in the evalua- 
tion of costs in connection with certain negotiated fixed-price type 
contracts and contracts terminated for the convenience of the Government. 

Part 1 - Applicability 

15-101 Scope of Part . This Part describes the applicability of suc- 
ceeding Parts of this Section to the various types of contracts in connection 
with which cost principles and procedures are used. 

15-102 Cost -Reimbursement Supply and Research Contracts with Concerns 
Other Than Educational Institutions . This category includes al 1 cost- 
reimbursement type contracts (ASPR 3-4o4) for supplies or for experimental, 
developmental, or research york .(other than with educational institutions, 
as to which ASPR 15-103 applies^, except that it does not include facilities 
contracts (see ASPR 15-105) pr construction contracts (see ASPR 15-104). 

The cost principles and procedures set forth in Part 2 of this Section 
shall be used in connection with cost-reimbursement supply and research 
contracts with other than educational institutions - 

(i) as the contractual basis, by incorporation by reference in 
the contract, for determination of reimburseable costs under 
cost-reimbursement type contracts, inclu din g cost-reimbursement 
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type subcontracts thereunder, and the cost-reimbursement 
portion of time-and-materials contracts (ASFR 3-405* l); 

(ii) as the basis for the negotiation of overhead rates (ASFR 
Section III,. Part 7)j and 

(iii^ as the basis for the determination of costs of terminated 
cost-reimbursement type contracts where the contractor 
elects to ’’voucher out” its costs (ASFR Section VIII, 

Fart 4) , and for settlement of such contracts by deter- 
mination (ASFR 8 - 209 . 7)0 

In addition. Part 2 is to be used as a guide where costs are to be con- 
sidered in negotiating fixed-price type contracts, as indicated in Part 6 
of this Section. 

15-103 Cost-Reimbursement Research Contracts with Educational In- 
stitutions . This category includes all cost-reimbursement type contracts 
(ASPR 3-4 o 4) for experimental, developmental, or research work with edu- 
cational institutions. The cost principles and procedures set forth in 
Part 3 of t hi s Section shall be used in connection with cost-reimbursement 
research contracts with educational ins titut ions- - 

(i) as the contractual basis, by incorporation by reference 
in the contract, for determination of reimbursable costs 
under cost-reimbursement type contracts, including cost- 
reimbursement type subcontracts thereunder; 

(ii3 as the basis for the negotiation of overhead rates (ASFR 
Section III, Fart 7)j and 
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(iii) as the basis for the determination of costs pf terminated 
cost-reimbursement type contracts where the contractor 
elects to "voucher out" its costs (ASFR Section VIII, 

Part 4), and for settlement of such contracts by deter- 
mination (ASFR 8-209.7). 

In addition, Part 3 is to be used in determining the allowable costs of 
research and development performed by educational institutions under grants. 
Further, Part 3 is to be vised as a guide where costs are to be considered 
in negotiating fixed-price type contracts with educational institutions, 
as indicated in Part 6 of this Section. ^Editor's note: If this para- 

graph 15-103 is printed, ASFR 15-300 should be deleted^ 

15-104 Cost-Reimbursement Construction Contracts . This category 
includes all cost -reimbursement type contracts (ASFR 3-h-Oh) for the con- 
struction, alteration, or repair of buildings, bridges, roads, or other 
kinds of real property. It also includes such contracts for architect- 
engineer services related to such construction. It does not include con- 
tracts for vessels, aircraft, or other kinds of personal property. The 
cost principles and procedures set forth in Part k of this Section shall 
be used in connection with cost-reimbursement construction contracts-- 
(i) as the contractual basis, by incorporation by reference 
in the contract, for determination of reimbursable costs 
under cost-reimbursement type contracts, including cost- 
reimbursement type subcontracts thereunder; 

(ii) as the basis for the negotiation of overhead rates (ASFR 
Section III, Part j); and 
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(iii) as the basis for the deter min ation of costs of terminated 
cost-reimbursement type contracts where the contractor 
elects to "voucher out" its costs (ASFR VIII , Part 4), 
and for settlement of such contracts by. determination 
(ASPR 8-209.7)o 

In addition. Part k is to be used as a guide where costs are to be con- 
sidered in negotiating fixed-price type construction contracts, as indi- 
cated in Part 6 of this Section. 

15-105 Cost Reimbursement Facilities Contracts . (Reserved.) 

15-106 Reserved. 

15-107 Advance Understandings on Particular Cost Items . The extent 
of all owability of the selected items of cost covered in Parts 2 through 
5 has been stated to apply broadly to many accounting systems in varying 
contract situations. Thus, as to any given contract, the reasonableness 
and allocability of certain items of cost may be difficult to determine, 
particularly in connection with companies or separate divisions thereof 
which may not be subject to effective competitive restraints. In order to 
avoid possible subsequent disallowance or dispute based on unreasonableness 
or non- all ocability, it is important that prospective contractors, particu- 
larly those whose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 
or unusual costs in categories where reasonableness or allocability are 
difficult to determine. Such agreement may also be initiated by contract- 
ing officers individually, or jointly for all defense work of the contractor, 
as appropriate. Any such agreement should be incorporated in cost-reimburse 1 
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type contracts, or made a part of the contract file in the case of nego 
tiated fixed-price type contracts, and should govern the cost treatment 
covered thereby throughout the performance of the contract... But the 
absence of such an advance agreement on any element of cost will not, 
in itself, serve to make that element either allowable or unallowable. 
Examples of costs on which advance agreements may be particularly 
important: 

(i) compensation for personal services; 

(ii) use charge for fully depreciated assets; 

(iii) deferred maintenance costs; 

(iv) pre-contract costs; 

(v) research and development costs; 

(vi) royalties; 

(vii) selling and distribution costs; and 
(viii) travel costs, as related to special or mass pers onn el 
movement . 


5 


TAB A 


DRAFT 

27 April 1 959 

Part 2 - Principles and Procedures for Use in Cost Reim- 
bursement Type Supply and Research Contracts with 
Commercial Organizations 

15-201 Basic Considerations 

15-201.1 Composition of Total Cost . The total cost of a contract 
is the sum of the allowable direct and indirect costs allocable to the 
contract, incurred or to be incurred, less any allocable credits. In 
ascertaining what constitutes costs, any generally accepted method of 
determining or estimating costs that is equitable under the circumstances 
may be used, including standard costs properly adjusted for applicable 
variances . 

15-201.2 Factors Affecting Allowability of Costs . Factors to be 
considered in determining the allowability of individual items of cost 
include (i) reasonableness, (ii) allocability, (iii) application of those 
generally accepted accounting principles and practices appropriate to the 
particular circumstances, (iv) any limitations or exclusions set forth in 
this Part 2, or otherwise included in the contract as to types or amounts 
of cost items. 

15-201.3 Definition of Reasonableness . A cost is reasonable if, in 
its nature or amount, it does not exceed that which would be incurred by 
an ordinarily prudent person in the conduct of competitive business. The 
question of the reasonableness of specific costs must be scrutinized with 
particular care in connection with companies or separate divisions there- 
of which may not be subject to effective competitive restraints. What is 
reasonable depends upon a variety of considerations and circumstances 
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involving both, the nature and amount of the cost in question. In deter- 
mining the reasonableness of a given cost, consideration shall be given to: 

(i) "whether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor's 
business of the performance of the contract; 

(ii) the restraints or requirements imposed by such factors as 
generally accepted sound business practices, arm’s length 
bargaining. Federal and state laws and regulations, and 
contract terms and specifications; 

(iii) the action that a prudent business man would take in the . 
circumstances, considering his responsibilities to the 
owners of the business, his employees , his customers, the 
Government and the public at large; and 

( iv) significant deviations from the established practices of 

the contractor which may unjustifiably increase the contract 
costs,. 

15-201.4 Definition of Allocability . A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a con- 
tract, product, product line, process, or class of customer or activity, 
in accordance with the relative benefits received or other equitable re- 
lationship. Subject to the foregoing, a cost is allowable to a Government 
contract if it: 


(i) is incurred specifically for the contract; 

(ii) benefits both the contract and other work or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 
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(iii) is necessary to the over-all operation of the business, 
although a direct relationship to any particular cost 
objective cannot be shown. 

15-201.9 Credits. ... The applicable portion of any income, rebate, 
allowance, and other credit relating to any allowable cost, received by 
or accruing to the contractor, shall be credited to the Government either 
as a cost reduction or by cash refund, as appropriate. 

15-202 Direct Costs , (a) A direct cost is any cost which can be 
identified specifically with a particular cost objective. Direct costs 
a .re not limited to items which are incorporated in the end product as 
material or labor. Costs identified specifically with the contract are 
direct costs of the contract and are to be charged directly thereto. 

Costs identified specifically with other work of the contractor are direct 
costs of that work and are not to be charged to the contract directly or 
indirectly. When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated from indirect costs allo- 
cated to Government work. 

(b) This definition shall be applied to all items of cost of 
Significant amount unless the contractor demonstrates that the application 
of any different current practice achieves substantially the same results. 
Direct cost items of minor amount may be distributed as indirect costs as 
provided in ASER 15-203. 

15-203 Indirect Costs , (a) An indirect cost is one which, because 
of its incurrence or joint objective, is not readily subject to treatment 
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as a direct cost. Minor direct cost items may be considered to be indi-t 
rect costs for reasons of practicality. After direct costs have been 
determined and charged directly to the contract or other work as appro- 
priate, indirect costs are those remaining to be all ocated to the several 
classes of work. 

(b) Indirect costs shall be accumulated by logical cost group- 
ings with due consideration of the reasons for incurring the costs. Each 
grouping should be determined so as to permit distribution of the grouping 
on the basis of the benefits accruing to the several cost objectives. 
Commonly, manufacturing overhead, selling expenses, and general and ad- 
ministrative expenses are separately grouped. Similarly, the particular 
case may require subdivisions of these groupings, e.g., building occu- 
pancy costs might be separable from those of personnel a dmin istration within 
the manufacturing overhead group. The number and composition of the group- 
ings should be governed by practical considerations and should be such as 
not to complicate unduly the allocation where substantially the same re- 
sults are achieved through less precise methods. 

T 

(c) Each cost grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 
common to all cost objectives to which the grouping is to be allocated. 

The base should be selected so as to permit allocation of the grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to be applied so rigidly as to Complicate 
unduly the allocation where substantially the same results are achieved 
through less precise methods. 
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(d) The method of allocation of indirect costs must be based 
on the particular circumstances involved. The method shall be in accord 
with those generally accepted accounting principles which are applicable 
in the circumstances. The contractor's established practices, if in 
accord with such accounting principles, shall generally be acceptable. 
However, the methods used by the contractor may require re-examination 
when: 

(i) any substantial difference occurs between the cost pat- 
terns of work under the contract and other work of the 
contractor; or 

(ii) any significant change occurs in the nature of the busi- 
ness, the extent of subcontracting, fixed asset improvement 
programs, the inventories, the volume of sales and produc- 
tion, manufacturing processes, the contractor's products, 
or other relevant circumstances. 

(e) A base period for allocation of indirect costs is the period 
during which such costs are incurred and accumulated for distribution to 
work performed in that period. Normally, the base period will be the con- 
tractor's fiscal year, however, use of a shorter period may be appropriate 
in case of (i) contracts whose performance involves only a minor portion 

of the fiscal year; or (ii) where it is general practice in the industry 
to use a shorter period. In any event the base period or periods shall be 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base 
periods will be used as will be required to represent the period of contract 


performance 
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15-204 Application of Principles and Standards, , (a) Costs (includ- 
ing those discussed in ASPR 15-205) shall he allowed to the extent that 
they are reasonable (see ASPR 15-201.3), allocable (see ASPR 15-201.4), 
and determined to be allowable in view of the other factors set forth 
in ASPR 15-201.2. 

(b) Selected items of cost are considered in ASPR 15-205. 

However, ASPR 15-205 does not cover every element of cost and every situ- 
ation that might anise in a particular case. Failure to treat any item 
of cost in ASPR 15-205 is not intended to imply that it is either allow- 
able or unallowable. With respect to all items, whether or not specifically 
covered, determination of allowability shall be based on the principles 
and standards set forth in this Part and, where appropriate, the treatment 
of similar or related selected items. 

15-205 Selected Costs . 

(l) Advertising Costs . 

(a) Advertising costs mean the costs of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples , and the like. The following advertising costs are 
allowable: 

(i) advertising in trade and technical journals, 

provided such advertising does not offer specific 
products or services for sale, but is placed in 
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journals which are valuable for the dissemination 
of technical information within the contractor’s 
industry; 

(ii) help-wanted advertising, as set forth in (33) 
below, when considered in conjunction with all 
other recruitment costs; 

(iii) costs of participation in exhibits— 

• (A) upon invitation of the Government, or 
(B) which exhibits are valuable for the dissemi- 
nation of technical information within the 
contractor’s industry, provided , such costs 
are not allowable under this subparagraph (b) 
if the participation is for the purpose of 
offering specific products or services for 
sale; 

(iv) advertising for the exclusive purpose of obtaining 
scarce materials, plant, or equipment, or disposing 
of scrap or surplus materials in connection with 
the contract . 

( ‘ '(b) Except as 'provided above, all .other advertising costs 

are unallowable . 

( 2 ) Bad Debts . Commercial bad debts, including losses (whether 
actual or estimated) arising from uncollectible customers’ accounts and 
other claims, related collection costs, and related legal costs, are un- 
allowable. However, in any instance where such a loss results from a 
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Government contract or subcontract, appropriate and equitable recognition 
may be accorded thereto . 

(3) Bidding Costs . Bidding costs are the costs of preparing 
bids or proposals on potential Government and non-Government contracts 
or projects, including the development of engineering data and cost data 
necessary to support the contractor’s bids or proposals. Bidding costs 
of the current accounting period of both successful and unsuccessful bids 
and proposals no rmally will be treated as indirect costs, in which event 
no bidding costs of past accounting periods shall be allowable in the 
current period to the Government contract. However, if the contractor’s 
established practice is to treat bidding costs by some other method, the 
results obtained may be accepted if found to be reasonable and equitable. 

(4) Bonding Costs . 

(a) Bonding costs arise when the Government requires as- 
surance against financial loss to itself or others by reason of the act or 
default of the contractor. They arise also in instances where the con- 
tractor requires similar assurance. Included are such bonds as bid, 
performance, payment, advance payment, infringement, and fidelity bonds. 

(b) Costs of bonding required pursuant to the terms of the 
contract are allowable. 

(c) Costs of bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such bond- 
ing is in accordance with sound business practice and the rates and premiums 
are reasonable under the circumstances. 

(5) Civil Defense Costs. 
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(a) Civil defense costs axe those incurred in planning for, 
and the protection of life and. property against, the possible effects of 
enemy attack. Reasonable costs of civil defense measures (including costs 
in excess of normal plant protection costs, first-aid training and supplies, 
fire fighting training and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities are allowable when allocated to al 1 work of the con- 
tractor. 

(b) Costs of capital assets under (a) above are allowable 
through depreciation in accordance with ( 9 ) below. 

(c) Contributions to local civil defense funds and projects 
are unallowable. 

(6) Compensation for Personal Services . 

(a) General , (l) Compensation for personal services in- 
cludes all remuneration paid currently or accrued, in whatever form and 
whether paid Immediately or deferred, for services rendered by employees 
to the contractor during the period of contract performance. It includes, 
but is not limited to, salaries, wages, directors* and executive committee 
members' fees, bonuses (including stock bonuses), incentive awards, em- 
ployee stock options, employee insurance, fringe benefits, and contributions 
to pension, annuity, and management employee incentive compensation plans. 
Except as otherwise specifically provided in this paragraph (6), such costs 
are allowable to the extent that the total compensation of individual 
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employees is reasonable for the services rendered and are not in excess 
of those costs which are allowable by the Internal Revenue Code and regu- 
lations thereunder. 

(2) Compensation is reasonable to the extent that 
the total amount paid or accrued is commensurate with compensation paid 
tinder the contractor’s established policy and conforms generally to com- 
pensation paid by other contractors of the same size, in the same indus- 
try, or in the sam e geographic area, for similar services. In the 
administration of this principle, it is recognized that not every com- 
pensation case need be* subjected in detail to the above tests. Such 

tests need be applied only to those cases in which a general review reveals 

s ' 

amounts or types of compensation which appear unreasonable or otherwise 
out of line. However, certain conditions give rise to the need for special 
consideration and possible limitation as to allowability for contract cost 
purposes where amounts appear excessive. Among such conditions are the 
following: 

(i) Compensation paid to owners of closely held 
corporations, partners, sole proprietors, or members of the immediate 
fa mil ies thereof, or to persons who are contractually committed to acquire 
a substantial financial interest in the contractor’s enterprise. Deter- 
mination should be made that such compensation is reasonable for the 
actual personal services rendered rather than a distribution of profits. 

(ii} Any change in a contractor’s compensation 
policy resulting in a substantial increase in the contractor’s level of 
compensation, particularly when it was concurrent with an increase in the 
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ratio of Government contracts to other "business, or any change in the 
treatment of all owability of specific types of compensation due to changes 
in Government policy. 

(iii) The contractor^ business is such that 
his compensation levels are not subject to the restraints normally oc- 
curring in the conduct of competitive business . 

(3} Compensation for services rendered paid to part- 
ners and sole proprietors in lieu of salary will be allowed to the extent 
that it is reasonable and does not constitute a distribution of profits. 

(V) In addition to the general requirements set forth 
in (l) through ( 3) above, certain forms of compensation are subject to 
further requirements as specified in (b) through ( j:) below. 

(b) Salaries and Wages . Salaries and wages for current 
services include gross compensation paid to employees in the form of 
cash, products, or services, and are allowable subject to the qualifica- 
tions of (25) below. 

(c) Cash Bonuses and Incentive Compensation . Incentive 
compensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentive compensation based on production, cost re- 
duction, or efficient performance, are allowable to the extent that the 
over-all compensation is deter min ed to be reasonable and such costs are 
paid of accrued pursuant to an agreement entered into in good faith between 
the contractor and the employees before the services were rendered, or 
pursuant to an established plan followed by the contractor so consistently 
as to imply, in effect, an agreement to make such payment. (But see 
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ASER 15-107 •) Bonuses, awards and incentive compensation when any of 
them are deferred are allowable to the extent provided in (f) below. 

(d) Bonuses and Incentive Compensation Paid in Stock . 
Costs of bonuses and incentive compensation paid in the stock of the con- 
tractor or of an affiliate are allowable to the extent set forth in (c) 
above (including the incorporation of the principles of paragraph (f) 
below for deferred bonuses and incentive compensation}, subject to the 
following additional requirements: 

(i) valuation placed on the stock transferred shall 
be the fair market value at the time of trans- 
fer, determined upon the most objective basis 
available; and 

(ii) accruals for the cost of stock prior to the 

issuance of such stock to the employees sh all 
be subject to adjustment according to the possi- 
bilities that the employees will not receive 
such stock and their interest in the accruals 
will be forfeited. 

Such costs otherwise allowable are subject to adjustment according to the 
principles set forth in (f)(3) below. (Sit see ASER 15-107.) 

(e} Stock Options . The cost of options to employees to 
purchase stock of the contractor or of an affiliate is unallowable. 

(f) Deferred Compensation , (l) As used herein, deferred 
compensation includes all remuneration, in whatever form, for which the 
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employee is not paid until after the lapse of a stated period of years 
or the occurrence of other events as provided in the plans, except that 
it does not include normal end of accounting period accruals. It in- 
cludes (i) contributions to pension, annui ty, stock bonus, and profit 
sharing plans, (ii) contributions to disability, withdrawal, insurance, 
survivorship , and similar benefit plans, and (iii) other deferred com- 
pensation, whether paid in cash or in stock. 

(2) Deferred compensation is allowable to the 
extent that (i) except for past service pension costs it is for services 
rendered during the contract period; (ii) it is, together with ».i 1 other 
compensation paid to the employee, reasonable in amount; (iii) it is paid 
pursuant to an agreement entered into in good faith between the contractor 
and employees before the services are rendered, or pursuant to an estab- 
lished plan followed by the contractor so consistently as to imply, in 
effect, an agreement to make such payments; and (iv) for a plan which 
is subject to approval by the Internal Revenue Service, it falls within 
the criteria an)i standards of the Internal Revenue Code and the regula- 
tions of the Internal Revenue Service. (Kit see ASPR 15-107.) 

( 3 } In determining the cost of deferred com- 
pensation allowable under the contract, appropriate adjustments shall 
be made for credits or gains arising out of both normal and abnormal em- 
ployee turnover, or any other contingencies that can result in a for- 
feiture by employees of such deferred compensation. Adjustments- shall 
be made only for forfeitures which directly or indi rectly inure to the 
benefit of the contractor; forfeitures which inure to the benefit of 
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other employees covered "by a deferred compensation plan with no reduction 
in the contractor’s costs will not normally give rise to adjustment in 
contract costs. Adjustments for normal employee turnover shall "be based 
on the contractor’s experience and on foreseeable. prospects, and shall 
be reflected in the amount of cost currently allowable. Such adjust- 
ments will be unnecessary to the extent that the contractor can demonstrate 
that its contributions take into account normal forfeitures. Adjustments 
for possible future abnormal forfeitures shall be effected according to 
the following rules: 

(i) abnormal forfeitures that are foresee- 
able and which can be currently evaluated 
with reasonable accuracy, by actuarial or 
other sound computation, shall be re- 
flected by an adjustment of current costs 
otherwise allowable; and 
(ii) abnormal forfeitures, not within (i) 

above, may be made the subject of agree- 
ment between the Government and the con- 
tractor either as to an equitable adjust- 
ment or a method of determining such 
adjustment . 

(V) In determining whether deferred compensation 
is for services rendered during the contract period or is for future serv- 
ices, consideration shall be given to conditions imposed upon eventual pay-, 
ment, such as, requirements of continued employment, consultation after 
retirement, and covenants hot to compete. 

TAB A 
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(g) Fringe Benefits . §ee (15)* 

(h) Overtime, Extra-Fay Shift and Multi-Shift Premiums . 

See (25). 

(i) Training and Education Expenses . See (42). 

( j) Insurance and Indemnification. See (l6) . 

( 7 ) Contingencies ♦ 

(a) A contingency is a possible future event or condition 
arising from presently known or unknown causes, the outcome of which is 
indeterminable at a present time. 

(b) In historipal costing, contingencies are not normally 
present since such costing deals with costs which have been incurred and 
recorded on the contractor’s books. Accordingly, contingencies are gen- 
erally unallowable for historical costing purposes. However, in some 
cases, as for example, terminations, a contingency factor may be recog- 
nized which is applicable to a past period to give recognition to minor 
unsettled factors in the interest of expeditious settlement. 

(c) In connection with estimates of future costs, con- 
tingencies fall into two categories: 

(i) those which may arise from presently known and 
existing conditions, the effects of which are 
foreseeable within reasonable limits of accuracy; 
e.g. , anticipated costs of rejects and defective 
work; in such situations where they exist, con- 
tingencies of this category are to be included 
in the estimates of future cost so as to provide 
the best estimate of performance costs, and 
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(ii) .thpsel. which mhy ari^e -from presently known.' or unJ 
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- v ~~‘ r ^ W f . .• l 

suits to the contractor and. to the Gove rnment ; 
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general ,hus ines s risks* Contingencies of this I 
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category are to he excluded, from cost estimates J 
under the several items of cost, hut should he j 
disclosed separately,, including the has is upon | 

which the contingency is computed in order to j 

! 

facilitate the negotiation, of appropriate contrac- 
tual coverage (see, for example, <l6), (20), a 
( 39 ) helov) . 
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(8) Contributions and Donations . Contributions and donations are 
unallowable. 

(9) Depreciation * 

(a) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset; less estimated residual value; over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor* s operations 

as distinguished from physical life. 

(b) Normal depreciation on a contractor’s plant, equipment, and other 

capital facilities is an allowable element of contract cost; provided that the 

amount thereof is computed? 

# 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 195U) j or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes, had such 

/ organizations been subject to the payment of income tax; 

» ; ... 

and in either case 

(iii) by the consistent application to the assets concerned of 
any generally accepted accounting method, and subject to 
the limitations of the Internal Revenue Code of I9$h, as 
amended, including — 

(A) the straight line method} 

(B) the declining balance method, using a rate not 
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exceeding twice the rate which would have been 


used had the annual allowance been computed under 
the method described in (A) above; 

(C) the sum of the years-digits method; and 

(D) any other consistent method productive of an annual 
allowance which, when added to all allowances for 
the period commencing with the use of the property 
and including the current year, does not, during the 


first two-thirds of the useful life of the property, 
exceed the total of such allowances which would have 
been used had such allowances been computed under the 
method described in (B) above* 

(c) Depreciation should usually be allocated to the contract and 
other work as an indirect cost* The amount of depreciation allowed in any 
accounting period may, consistent with the basic objectives set forth in (a) 
above, vary with volume of production or use of multi-shift operations. 

(d) In the case of emergency facilities covered by certificates 
of necessity, a contractor may elect to use normal depreciation without 
requesting a determination of "true depreciation." or may elect to use either 


normal or "true depreciation" after a determination of "true depreciation" has 
been made by an Emergency Facilities Depreciation Board. The method elected 
must be followed consistently throughout the life of the emergency facility. 
■Where an election is made to use normal depreciation, the amount thereof for 


both the emergency period and the post-emergency period shall be computed in 

accordance with (b) above. Where an election is made to use "true depreciation, 

-ne amount allowable as depreciations 

(i) with respect to the emergency period (5 years), shall be 
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computed in accordance with the determination of the 
Bnergency Facilities Depreciation Board, provided no 
allowance is made which would duplicate the factors 
constituting "true depreciation" and 
(ii) after the end of the emergency' period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(but see (e) below) j provided the remaining undepreciated 
portion of such cost shall not include any amount of un- 
recovered "true depreciation." 

(e) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(f) No depreciation, rental, or use charge shall be allowed on the 
contractor's assets which have been fully depreciated when a substantial portion 
of such depreciation was on a basis that represented, in effect, a reco v e ry 
thereof as a charge against Government contracts or subcontracts. Otherwise, a 
reasonable use charge may be agreed upon. (But see ASFR 15-107.) In determining 
this charge, consideration should be given to cost, total estimated useful life 
at time., of negotiation, and effect of any increased maintenance charges or 
decreased efficiency due to age. 

(1°) Bnployee Morale, Healthy and Welfare Costs and Credits . Reasonable 
costs of health and- welfare activities, such as house publications, health. or 
first-aid clinics, recreational activities and employee counseling services, 
incurred, in accordance with the contractor's established practice or custom in 
the industry or area, for the improvement of working conditions, employer- 
employee relations, employee morale, and employee performance, are allowable. Income 
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generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare organiza- 
tions, 

(11) Entertainment Costs , Costs of amusement, diversion, social activities 
and incidental costs relating thereto, such as meals, lodging, rentals, transpor- 
tation, and gratuities, are unallowable (but see (10) and (l£)) . 

(12) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably necessary 

for standby purposes, are u nal lowable. Any costs of excess plant capacity reserved 
for defense mobilization production which are to be paid for by the Government 
should be the subject of a separate contract, 

(13) Tines and Penalties , Costs resulting from violations of, or failure 

yf the contractor to comply with, Federal, State, and local laws and regulation ^ 
are unallowable except when incurred as a result of compliance with specific 
provisions of the contract, or instructions in writing from the contracting 
officer, 

(111) Food Service and Dormitory Costs and Credits . Food and dormitory 
services include operating or furnishing facilities for cafeterias, dining rooms, 
canteens,' lunch wagons, vending machines, living accomodations or similar types 
of services for the contractor's employees at or near the contractor's facilities. 
Reasonable losses from the operation of such services are allowable if they are 
allocated to all activities served. Profits (except profits irrevocably set over 
to an employee welfare organization of the contractor in amounts reasonably useful for 





Draft 

27 April 1959 

the benefit of the employees at the site or sites of contract performance) 
accruing to the contractor from the operation of these services, whether 
operated by the contractor or by a concessionaire, shall be treated as a 
credit, and allocated to all activities served. 

(15) “Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regular 
wages and salaries. Costs of fringe benefits, such as pay for vacations, holi- 
days, sick leave, military leave, employee insurance and supplemental employment 
benefit plans, are allowable to the extent required by law, employer-employee 
agreement, or an established policy of the contractor. 

(16) Insurance and Indemnification . 

(a) Insurance includes (i) insurance which the contractor is required 
to carry, or which is approved, under the terns of the contract, and (ii) any 
other insurance which the contractor maintains in connection with the general 
conduct of his business. 

(1) Costs of insurance required or approved, and maintained, pur- 
suant to the contract, are allowable. 

(2) Costs of other insurance maintained by the contractor in con- 
nection with the general conduct of his business are allowable subject to the 

/ . • . . 

following limitations s 

(i) types and extent of coverage shall be in accordance 

with sound business practice and the rates and premiums 
shall be reasonable under the circumstances; 

(ii) costs allowed for business interruption or other similar 
insurance shall be limited to exclude coverage* of profit; 
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(iii) costs of insurance or of any contributions to any reserve 
covering the risk of loss or of damage to Government 
property are allowable only to the extent that the contractor 
is responsible for such loss or damage. 

(iv) contributions to a reserve for an approved self-insurance 
program are allowable to the extent that the types of 
coverage, extent of coverage, and the rates and premiums 
would have been allowed had insurance been purchased to 
cover the risks; and 


(v) costs of insurance on the lives of officers, partners, or 
proprietors are allowable to the extent that the insurance 
represents additional compensation (see (6) above). 

(3) Actual losses which could have been covered by permissible insurance 7 ^ 
(through an approved self-insurance program or otherwise) are unallowable unless 
expressly provided for in the contract, except j 

(i) costs incurred because of losses not covered under nominal 
deductible insurance coverage provided in keeping with 
sound business practice, are allowable; and 
(ii). minor losses not covered by insurance, such as spoilage, 

breakage, and disappearance of small hand tools, which occur 
in the ordinary course of doing business, are allowable. 

(b) Indemnification includes securing the contractor against liabili- 
ties to third persons and other losses, not compensated by insurance or otherwise. 
The Government is obligated to indemnify the contractor only. to the extent ex- 
pressly provided for in the contract, except as provided in (a)(3) above. _ 


Draft 

27 April 1 959 


(17) Interest and Other Financial Costs , Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and pro- 
fessional fees paid in connection with the preparation of prospectuses, costs 
of preparation and issuance of stock rights, and costs related thereto, are 
unallowable except for interest assessed by State or local taxing authorities 
under the conditions set forth in (!jl) below. (But see (21*).) 

(18) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities, are allowable. 

(19) Losses on Other Contracts . An excess of costs over income under any 
other contract (including the contractor’s contributed portion under cost— sharing 
contracts), whether such other contract is of a supply, research and development, 
or other nature, is unallowable. 

(20) Maintenance and Repair Costs. 

(a) Costs necessary for the upkeep of property (including Gover nment 
property unless otherwise provided for), . which neither add to the pemanent 
value of the property nor appreciably prolong its intended life, but keep it 

in an efficient operating condition, are to be treated as follows (but see (9)):’ 
(i) normal maintenance and repair costs are allowable; 

(ii) extraordinary maintenance and repair costs are allowable, 
provided such are allocated to the periods to which appli- 
cable for purposes of determining contract costs. (But 
see ASPS 19-107.) 

(b) Expenditures for plant and equipment which, according to generally 
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accepted accounting principles as applied under the contractor 1 s established 
policy, should be capitalized and subjected to depreciation are allowable only 
on a depreciation basis* 

(21) Manufacturing and Production Engineering Costa * Costs of manufactur- 
ing and production engineering, including engineering activities in connection 
with' the following, are allowable? 

(i) current manufacturing processes such as motion and time 

study, methods analysis, job analysis, and tool design and 
improvement ; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes of 
simplifying production. 

(22) Material Costa * ■ 

(a) Material costs include the costs of such items as raw materials, 
parts, subassanblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance* In computing material costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(for correction of defective work, see the provisions of the contract or proposed 

contract relating to inspection and correction of defective work). These costs 

/ 

are allowable subject, however, to the provisions of (b) through (e) below. 

(b) Costs of material shall be suitably adjusted for applicable por- 
tions of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits 1 either be / — - 
credited directly to the cost of the material involved or be allocated (as 
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credits) to indirect costs. However, where the contractor can demonstrate that 
failure to take cash discounts was due to reasonable circumstances, such lost 
discounts need not be so credited. 

(c) Reasonable adjustments arising from differences between periodic 
physical inventories and book inventories may be included in arriving at costs, 
provided such adjustments relate to the period of performance of the contract. 

(d) Wien the materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contract. If material is issued from stores, any generally 
recognized method of pricing such material is acceptable if that method is con- 
sistently applied and the results are equitable. When estimates of material 
costs to be incurred in the future are required, either current market price or 
anticipated acquisition cost (if reasonably certain and determinable) may be 

used, but the basis of pricing must be disclosed. 

(e) Costs of materials, services, and supplies sold or transferred be- 
tween plants, divisions or organizations, under a common control, or din arily s hall 
be allowable to the extent of the lower of cost to the transferor or current mar- 
ket price. However, a departure from this basis is permissible where (i) the 

item is regularly manufactured and sold by the contractor through commercial 
channels and (ii) it is the contractor* s long-established practice to price 
inter-organization transfers at other than cost for commercial workj provided 
that the charge to the contract is not in excess of the transferor's sales 
price to its most favored customer for the same item in like quantity, or the 
current market price, whichever is lower. 

Tab A 
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(23) Organization Coats , Expenditures, such as incorporation fees, at- 
torneys' fees, accountants' fees, brokers' fees, fees to promoters and organizers, 
in connection with (i) organization or reorganization of a business, or (ii) 
raising capital, are unallowable (see (17) above), 

(21*) Other Business Expenses. Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership 
of securities issued by the contractor, cost of shareholders' meetings, normal 
proxy solicitations, preparation and publication of reports to shareholders, 
preparation and submission of required reports and forms to taxing and other 
regulatory bodies j and incidental costs of directors and committee meetings. 

The above and similar costs are allowable when allocated on an equitable basis. 

(25) Overtime, Extra-Pay Shift and Multi-Shift Premiums. Premiums for _ 
overtime, extra-pay shifts, and multi-shift work are allowable to the extent 
approved pursuant to ASPR 12-102.1*, or authorized pursuant to ASPR 12-102.5. 

(26) Patent Costs. Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent neces- 
sary to make such invention disclosures, are allowable. In accordance with the 
clauses of the contract relating to patents, costs of preparing documents and 
any other patent costs, in connection with the filing of a patent application 
where title is conveyed to the Government, are allowable. (See also (35) and 
(36) below.) 

(27) Pension Plans . See (6) above. 

(28) Plant. Protection Costs. Costs of items such as (i) wages, uniforms, 
and equipment of personnel engaged in plant protection, (ii) depreciation on 
plant protection capital assets, and (iii) necessary expenses to comply with 
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(ii) the impact of Government contracts on the contractor's 
business (i.e., what new problems have arisen); 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the 
contractor in favor of incurring the cost, particularly 
where the services rendered are not of a continuing 
nature and have little relationship to work under Gov- 
ernment contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of bona fide 
services available or rendered. 

N (c) Costs of legal, accounting, and consulting services, and related 

costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unallow- 
able uni ess otherwise provided for in the contract. 
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(32) Erofits and losses on Disposition o f Plant. Ermirment. or nt.w 
Capital Assets. Profits or losses of any nature arising from the same or 
exchange of plant, equipment, or other capital assets, includ ing 3 a i e or 
exchange of either short or long term investments, shall be excluded in 

computing contract costs (but see (9) (b) above as to basis for deprecia- 
tion). 

(33) Recruiting Costs. Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, goad travel 
costs of applicants for interviews for prospective employment are allo wable. 
Where the contractor uses employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costs of special ben 
fits or emoluments offered to prospective employees beyond the standard prac- • 

tices in the industry are unallowable. 

0 

(34) Rental Costs. (Tnr»1nding S ale and Leaseback of Facilities). 

(a) Rental costs of land, building, and equipment and other 
personal property axe allowable if the rates are reasonable in light of such 
factors as rental costs of comparable facilities and market conditions in 
the area, the type, life expectancy, condition, and value of the facilities 
leased, options available, and other provisions of the rental agreement. 
Application of these factors, in situations where rentals are extensively 
used, may involve along with other considerations, comparison of rental 
costs with normal ownership costs plus a reasonable return on investment. 

(b) Charges in the nature of rent between plants, divisions, or 
organizations under common control are allowable to the extent such charges 
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do not exceed the normal costs of ownership, such as depreciation, taxes, 
insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs. 

(c) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as 
insurance com pani es, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do 
not exceed normal ownership costs, plus a reasonable return on investment, 
which would have accrued had the contractor retained legal title to the 
facilities. 

(35) Research and Development Costa . 

(a) Basic research, for the purpose of this Part 2, is that 
type of research which is directed toward increase of knowledge in science. 

In such research, the primary aim of the investigator is a fuller knowledge 
or under st a nd in g of the subject under study, rather than any practical applica- 
tion thereof. Applied research, for the purpose of this Part 2, consists 
of that type of effort which (i) normally follows basic research, but may not 
be severable from the related basic research, (ii) represents efforts to deter- 
mine and expand the potentialities of new scientific discoveries or improve- 
ments in technology, materials, processes, methods, devices, and techniques, 
and (iii) represents efforts to "advance the state of the art." Ap pli ed 
research does not include any such efforts when their principal aim is the 
design, development, or test of specific articles or services to be offered 

for sale, which are within the definition of the term development as hereinafter 
provided. 
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(b) Development Is the systematic use of scientific knowledge 
which is directed toward the production of, or improvements in, useful products 
to meet specific performance requirements, but exclusive of manufacturing and 
production engineering. 

(c) A contractor's independent research and development is that 
research and development which is not sponsored by a contract, grant, or 
other arrangement. 

(d) A contractor's costs of independent research as defined in 

(a) and (c) above shall be allowable as indirect costs (subject to paragraph 
(h) below), provided they are allocated to all work of the contractor. 

(e) Cost of contractor's independent development, as definecLin 

(b) and (c) above (subject to (h) below), are allowable to the extent that 
such development is related to the product lines for which the governnent ' 
has contracts, provided the costs are reasonable in amount and are allo cated 
as indirect costs to all work of the contractor on such contract product 
lines. In cases where a contractor's normal course of business does not 


involve production work, the cost of independent development is allowable 
to the extent that such development is related and allocated as an indirect 
cost to, the field of effort of government research aoi development contracts. 

(f) Independent research and development costs shall include an 
amount for the absorption of their appropriate share of indirect and adminis- 
trative costs, unless the contractor, in accordance with its accounting 
practices consistently applied, ..treats such costs otherwise. 

(g) Research and development costs (including amounts capi tali zed), 
regardless of their nature, which were Incurred in accounting periods prior to 
the award of a particular contract, are unallowable except where allowable as 
precontract costs (see (30) above ), 
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(h) The reasonableness of expenditures for independent research 

and development should be determined in light of all pertinent considerations 

such as previous contractor research and development activity, cost of past 

programs and changes in science and technology. Such expenditures should be 

pursuant to a broad planned program, which is reasonable in scope and well 

managed. Such expeditures (especially for development) should be scrutinized 

with great care in connection with contractors whose work is predominantly or 

substantially with the government. Advance agreements as described in 

ASPR 15-107 are particularly important in this situation. In recognition 

that cost sharing of the contractor's independent research and development 

program may provide motivation for more efficient accomplishment of such 

» 

program, it is desirable in some cases that the government bear less than an 
allocable share of the total cost of the program. Under these circumstances, 
the following are among the approaches which may be used as the basis for 
agreement: (i) review of the contractor's proposed independent research and 

development program and agreement to accept the allocable costs of specific 
projects j (ii) agreement on a maxinmm dollar limitation of costs, an 
allocable portion of which will be accepted by the Government; (iii) an 
agreement to accept the allocable share of a percentage of the contractor's 
planned research and development program. 

(36) Royalties and Other Costs for Use of Patents - 

(a) Royalties on a patent or amortization of the cost of acquiring 
by purchase a patent or rights thereto, necessary for the proper performance 

of the contract and applicable to contract products or processes, are allowable 
unless: 

(i) the Government has a license or the right to free use 
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of the patent; 

(ii) the patent has been adjudicated to be invalid, or has 
been administratively determined to be inv ali d; 

(iii) the patent is considered to be unenforceable; or 

(iv) the patent is expired. 

(b) Special care should be exercised in determining reasonableness 

where the royalties may have been arrived at as a result of less than arm's 
length bargaining; e.g.: 

(i) royalties paid to persons including corporations, 
affiliated with the contractor; 

(ii) royalties paid to unaffiliated parties, 

corporations, under an agreement entered into in 
contemplation that a Government contract would be 
awarded; or 

(iii) royalties paid under an agreement entered into after 
the award of the contract • 

(c) In any case involving a patent formerly owned by the con- 
tractor, the amount of royalty allowed should not exceed the cost which would 
have been allowed had the contractor retained title thereto. 

(d) See ASPR 15-107. 

(37) Selling Costs . 

(a) Selling costs arise in the marketing of the contractor's 
products and include costs of sales promotion, negotiation, liaison between 
Government representatives and contractor's personnel, and other related 
activities. 
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(b) Se l l in g costs are allovable to the extent they are reasonable 
and are allocable to Government business (but see ASFR 15-107). Aliena- 
bility of selling costs will be determined in the light of reasonable benefit 
to the Government arising from such activities as technical, consulting, 
demonstration, and other services which are for purposes such as application 
or adaptation of the contractor's products to Gover nme nt use. 

(c) Notwithstanding (b) above, salesmen's or agents' conpensation, 
fees, commissions, percentages, or brokerage fees, which are contingent upon 
the award of contracts, are allowable only when, paid to bona fide employees 

or bona fide established commercial or selling agencies maintained by the 
contractor for the purpose of securing business; 

(38) Service and -Warranty Coats. Such costs include those arising from 
fulfillment of any contractual obligation of a contractor to provide services, 
such as installation, training, correcting defects in the products, replacing 
defective parts, making refunds in the case of inadequate performance, etc. 
When not inconsistent with the terms of the contract, such service 
warranty costs are allowable. However, care should be exercised to avoid 

duplication of the allowance as an element of both estimated product cost 
and risk. 

(39) Severance Pav . 

(a) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance jay are 
allowable only to the extent that, in each case, it is required by (i) law, 

(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employment. 
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(b) Costa of severance payments are divided into two categories'^ 

as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor 's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method w ill be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor’s 
plant; and 

(ii) abnormal or mass severance pay is of such a conjectural 

nature that measurement of cost by means of an accrual /""""N 
will not achieve equity to both parties. Thus accruals 
for this purpose are not allowable." However, the 

Government recognizes its obligation to participate, 

^e extent of its fair share, in any specific 
payment. Thus, allowability will be considered 
on a case-by-case basis in- the event of occurrence . 

Special Tooling Costs. The term "special tooling® means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. 

It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. The cost of 
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special tooling, when acquired for and its usefulness is limited to one or 
more Gover nme nt contracts, is allowable and shall be allocated to the 
■specific Government contract or contracts. 

(41) Taxes . 

(a) Taxes are charges levied by Federal, State , or local govern- 
ments. They do not include fines and penalties except as otherwise provided 
herein. In general, taxes (including State and local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

j ' 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or 
refunding operations (see (17)) j 

(iii) taxes from which exemptions are available to the 

contractor directly or available to the contractor 
based on an exemption afforded the Government except 
when the contracting officer determines that the 
administrative burden incident to obtaining the 
exemption outweighs the corresponding benefits accruing 
„ to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(b) Taxes otherwise allowable under (a) above, but upon which a 
claim of illegality or erroneous assessment exists, are allowale; provided 
that the contractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting 
officer concerning such taxes; and 
kl 
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(ii) takes all action directed by the contracting officer, 
including cooperation with and for the benefit of the 
Government to (A) determine the legality of such 


assessment or, (B) secure a refund of such taxes. 
Reasonable costs of any such action undertaken by the contractor at the direc- 
tion or with the concurrence of the contracting officer are allowable. Interest 
and penalties incurred by a contractor by reason of the nonpayment of any tax 
at the direction of the contracting officer or by reason of the failure of the 


contracting officer to assure timely direction after prompt request therefor, 
are also allowable. 

(c) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest or penalty s h al l be paid or credited to the Government only 
to the extent that such interest accrued over the period during which the 
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contractor had been reimbursed by the Government for the taxes, interest, 
or penalties* 

(!|2) Trade, Business, Technical and Professional Activity Costa. 

(a) Memberships , This category includes costs of memberships 
in trade, business, technical, and professional organizations. Such costs 
are allowable, 

(b) Subscriptions , This item includes cost pf subscriptions to 
trade, business, professional, or technical periodicals* Such costs are 
allowable, 

.... (®)', Mestingyand Conferences, This item includes cost of meals, 

transportation, rental of facilities for meetings, and costs incidental 
riien the primary purpose df the incurrence of such costs is the 
dissemination of technical information or stimulation of production. Such 
costs are allowable, 

(U3) Training and Educational Costs , 

(a) Costs of preparation and maintenance of a program of instruc- 
tion at noncollege level, designed to increase the vocational effectiveness 
of bona fide employees. Including training materials, textbooks, salar ies 

or wages of trainees (excluding overtime compensation which might arise there- 
from), dnd 

. (i) salaries of the director of training and staff 
when the training program is conducted by the 
contractor} or 

(ii) tuition and fees when the training is in an 
institution not operated by the contractor} 

are allowable, 
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(b) Coats of part-time education, at an under-graduate or post- 
graduate college level, related to the job requirements of bona fide employees 
including only? 

(i) training materials} 

(ii) textbooks; 

(iii) fees charged by the educational institution} 

(iv) tuition charged by the educational institution, or 
in lieu of tuition, instructors* salaries and the 
related share. ^f indirect cost of the educational 
institution to the extent that the sum thereof is 
not in excess of the tuition which would have 
been paid to \he participating educational 
institution} and 

(v) straight-time compensation of each employee for 
time spent attending classes during working hours 
not in excess of 156 hours per year where circum- 
stances -do not permit the operation of classes or 
attendance at classes after regular working hours} 

are allowable* 

(c) Costs of tuition, fees,: training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection with 
fulltime scientific and engineering education at a post-graduate (but not 
under-graduate) college level related to the job requirements of bona fide 
employees for a total period not to exceed one school year for each employee 
so trained, are allowable. In unusual cases where required by military 
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technology, the period may be extended. 

(d) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes are 
allowable to the extent set forth in (20), (9), and (3U) above, respectively. 

(e) Grants to educational or training institutions, in cl udin g 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions and are unallowable (see (8) above). 

(MO Transportation Coats . Transportation costs include freight, 
express, cartage, and postage charges relating either to goods purchased, 
in process, or delivered. These costs are allowable. When such costs can 
readily be identified with the items involved, they may be directly costed 
as transportation costs or added to the post of such items (see (22) above). 
Where identification with the materials received cannot readily be made, 
inbound transportation costs may be charged to the appropriate indirect 
cost accounts if the contractor follows a consistent, equitable procedure 
in this respect. Outbound freight, if reimbursable under the terms of .the 
contract, shall be treated as a direct cost. 

(Ii5) Travel Costs. 

(a) Travel costs include costs of transporation, lodging, sub- 
sistence, and incidental expenses, incurred by contractor personnel in a 
travel status while on official company business. 

(b) Travel costs maybe based upon actual costs incurred, or 

on a per diem or mileage basis in lieu of actual costs, or on a combination of 
the two, provided the method used does not result in an unreasonable charge. 
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(c) Travel costs incurred in the normal course of overfall 
administration of the business are allowable and shall be treated as 




' 


(d) Travel costs directly attributable to specific contract 
performance are allowable and may be charged to the contract in accordance 
with the principle of direct coating (See A5FR 15-202). 

(e) Necessary, reasonable costs of family movements and personnel 
movements of a special or mass nature are allowable, subject to allocation 

oh the basis of work or time period benefited when appropriate. (But see 
ASPR 15-107.) ; 
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Part 6 - Guidelines for Application in the Negotiation 
and Administration of Fixed-Price Type Supply 
and Research Contracts with Organizations Other ' 

Than Educational Institutions and in the 
Negotiation of Termination Settlements for 
the Convenience of the Government 

15-600 Scope of Part . This Part provides guidance for the use of 
Part 2 of this Section (i) in the evaluation of costs in pricing of nego- 
tiated fixed-price type supply and research contracts and subcontracts with 
organizations other than educational institutions, in those instances whore 
such evaluation is required to establish prices for such contracts- and 

(ii) in the negotiation of termination settlements, 

l£|^601^ Defini tion of F ixed— P rice Typo Contracts , M Fixed— price type* 
contracts include, for purposes of this Part, the following* r 

(i) firm fixed-price contracts (ASPR 3-1*03,1) 

(ii) fixed-price contracts with escalation (ASPR 3—1*03,2) 

(iii) fixed-price contracts providing for the redeteradnation 
of price (ASPR 3-1*03.3) 

(iv) fixed-price incentive contracts (ASPR >1*03.1*) 

(v) non-coat-reimbursable portion of time and materials 
contracts (ASPR 3-1*05.1) 

■ y (vi) labor-hour contracts (ASPR 3-1*05.2) 

15-602 Basic C onsiderations, (a) Under fixed— price type contracts, 
the negotiated price is the basis for payment to a contractor whereas allowable 
costs are the basis for reimbursement under cost-reimbursement type contracts. 
Accordingly, the policies and procedures of ASPR Section III, Part 8, are 
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governing and shall be followed in' the negotiation of fiiced-pri.ce type 
contracts. Cost and accounting data may provide guides for ascertaining 
fair compensation, but are not rigid measures of it. Other types of data, 
criteria, or standards may furnish equally reliable guides to fair com- 
pensation, The ability to apply standards of business judgment as distinct 
from strict accounting principles is at the heart of a negotiated price or 
settlement, 

(b) Among the different types of fixed-price type contracts, 
the need for consideration of costs varies considerably as indi cated belowt 
(i) Retrospective Pricing and Settlements, In negotiating 
firm fixed prices or settlements for work which has been 
completed at the time of negotiation (e«g,, final nego- 
tiations under fixed-price incentive contracts, redeter 
mi nation of price after completion of the work, or 
negotiation of a settlement agreement under a contract 
terminated' for the convenience of the Government), the 
treatment of costs is a major factor in arriving at the 
amount of the price or settlement. However, even in 
these situations, the finally agreed price or settle- 
ment may represent something other than the sum total 
of acceptable costs plus profit, since the final price 
accepted by each party does not necessarily reflect 
agreement on the evaluation of each element of cost, 
but rather a final resolution of all issues in the 
negotiation process,' 
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(ii) Forward Pricing * The extent to* which costa influence 

forward pricing varies greatly from case to case. In 

negotiations covering future work, actual costs cannot 

be known and the importance of cost estimates depends 

on the circumstances. The contracting officer must 

consider all the factors affecting the reasonableness 

of the total proposed price, such as the technical, 

production or financial risk assumed, the complexity 

of wrk, the extent of competitive pricing, and the 

contractor's record for efficiency* economy and 

ingenuity, as well as available cost estimates. He - 

must be fi*ee to bargain for a total price which .... 

• * * 

equitably distributes the risks between the contractor 
and the Government and provides incentives for efficiency 
and cost reduction. In negotiating such a price, it is 
not possible to Identify the treatment of specific Cost 
elements since the bargaining is on a total price basis. 
Thus,' while cost data is often a valuable aid, it will 
nt>t control negotiation of prices for work to be per- 
formed, or a target price under an incentive contract. 



* . ■ i 

costs are to be considered in the negotiation of fixed-price type contracts. 
Section T7-, Part 2, shall be used as a guide in the evaluation of cost data 
required to establish a fair and reasonable price in conjunction with o ther 
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pertinent considerations as set forth more fully in ASPR Section m. 

Part 8. ' J 

(b) In retrospective pricing, whenever an occasion arises in 
which acceptability of a specific item of cost becomes an issue. Section X7, 
Part 2, will serve as a guide for the contracting officer in hie' conduct of 
negotiations* 

(c) In applying Part 2 of this Section XV to fixed-rpri.ee 
contracts, contracting officers will* (i) not be expected to negotiate 
agreement on every individual element of cost; and (ii) be expected to use 
their Judgment as to the degree of detail in which they consider the 
In dividual elements of cost in arriving at their evaluation of total cost, 
where such evaluation is appropriate. However, the negotiation record V 
should fully substantiate and Justify the reasoning leading to any nego- 
tiated price, 

(d) In order to permit the proper evaluation* of cost data 
submitted by contractors for use in negotiating prices, it may be necessary 
to obtain breakdowns or account analyses in respect to sane cost items 
particularly those whose treatment may be dependent upon special circum- 
stances as stated in the principles. Contractors will be expected to be 
responsive to reasonable requests for data of this kind. 
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November 14, 1958 


Honorable Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 

The Pentagon 
Washington 25, D. C. 





Ysj dear Mr. McGuire: 


In accordance with your suggestion of October 15, 
1958, made during the Joint industry-government conference, 
ve are submitting herewith a further amplification of the 
views of the Machinery and Allied Products Institute in re- 
gard to the proposed adoption of a comprehensive set of con- 
tract cost principles. This statement is presented in ?. 
behalf of the capital goods and allied equipment industries. 
Althou^i, as you know, many of the companies in these indus- 
tries are important government prime and subcontractors, the 
bulk of their production falls in the c ommer cial area. 

May we express once more our appreciation for the 
personal interest which you and Secretary McNeil have taken 
in this subject, as evidenced by the October 15 conference 
and by your willingness to receive supplementary written 
statements of industry views. Ideally, we might have hoped 
for additional time in which to file our supplem e ntal state- 
ment, but we are most arudous to comply with the filing dead- 
line of fifteen days from the date on which the transcript of 
the October 15 meeting was received by this organization. 


In our opinion, the proposal for application of a 
set of comprehensive cost principles to all types of negoti- 
ated contracts becomes wholly meaningful only as we relate 
it to developments in the entire field of national defense. 
For this reason we should like to review briefly the history 
of this suggestion and— before proceeding to any detailed 
examination of the proposal itself— to set it against the 
backdrop of our toted rationed defense program, considering 
it in this broader perspective* f; . _ __ •, 
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The antecedents of the present proposal ,— For some years the Depart- 
ment of Defense, acting partly upon its own motion and partly by reason of 
suggestions from Congressional committees and the General Accounting Office, 
has attempted to develop a set of cost principles -which co uld be applied to* 
negotiated, fixed-price contracts as veil as cost- reimbursement contracts. 

This process, covering a period of some four or five years, is an outgrovth, 
of course, of developments dating back to the World War II use of T. D. 5000, 
the War and Navy Departments' "Green Book," the post-World War II Joint Termi- 
nation Regulation and, finally, Section XV of ASPR which controls the reim- 
bursement of contractors' expenses under cost-reimbursement type contracts. 

This record of development, culminating in the present proposal, 
contains one interesting experience that is especially relevant to the document 
here under consideration. A Munitions Board memorandum of November 15. 1949 : 
■which li m ited the manda tory application of ASPR cost principles to cost-type* 
contracts, nevertheless permitted their use "as a -working guide" in fixed- 
price negotiations. In practice the -working guide assumed the status of a 
rigid sta n dard and, for this reason, permissive authority for the use of cost 
prin cip les in connection vith fixed-price contract negotiations vas revoked by 
Department of Defense Instruction 4105. 11, November 23, 1954. 

So much for a brief history of the current proposal's antecedents. 

Let us now consider the history of that proposal against the broad background 
of the over-all national defense program* 

. . . Urgent nee d for reappraisal .— This recital of the present proposal's 

history is important, ve thinh, because of some startling recent developments 
in military technology that have altered radically and permanently the total 
defense posture of the United States. The changed circumstances flowing from 
these developments are financial and managerial as veil as technological and 
strategic. They are of such a fundamental nature as to require a most careful 
re-examination of all procurement policy and procedure. We believe that you 
should give primary consideration to the question of whether or not the pro- 
posal for a comprehensive set of cost principles drawn in the form of Section 
Xv of ASPR which has never been a completely sound proposal in our judgment— 
may not be altogether inappropriate at this time. 

Tke Soviet Sputnik. --As we have noted, the case for application of 
ASPR cost principles to all types of negotiated contracts has developed during 
the post-World War II period which culminated in the launching of an earth 
satellite by the* Soviet Union. This latter event, marking the dawn of the 
Space Age, has given rise to grave Congressional concern with the state of our 
national defense, highlighted by the hearings before the Preparedness Investi- 
gating (Johnson) Subcommittee of the Senate Armed Services Committee. 

In addition to its numerous recommendations for enlargement a nd im- 
provement of our national defense in terms of military programs and weaponry 

with which this statement is not directly concerned— the Johnson Subcommittee 
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recommended in connection with stepping up the tempo of our defense effort a 
simplification of our military procurement procedures. With this latter recom- 
mendation our statement most emphatically is concerned. 

The testimony of certain witnesses pointed up the shortcomings of our 
present procurement Bystem, and such testimony is emphasized in the remarks of 
Senator Saltonstall in proposing certain amendments to the Armed Services Pro- 
curement Act (10 USC 2301 et seq. ) on October 14, 1958. Senator Saltonstall 
said: 

"We have great confidence in the vitality and initiative of 
American industry. The free competitive system which has 
enabled our nation to achieve unheralded industrial advances 
should be able, as it has in the past, to achieve military 
weapons superiority second to none. But, as Professor Liv- 
ingston of Harvard so aptly pointed out when he testified 
before the Preparedness Investigating Subcommittee hearings, 
our present system of defense contracting does not encourage 
those forces in our industrial establishment to work... . 

Ironically, Livingston pointed out, even in the controlled 
economy and industrial establishment of the Soviet Union 
great rewards were provided for success in scientific and 
technological areas, and penalties for failure. The Russians z' 

know full well the virtue of the incentive system. If the 
future security of the United States depends upon its ability 
to develop in the shortest possible time modem weapons of 
destruction so as to deter our enemies from aggression, then 
. we must make full use of the inherent characteristics of the 
American industrial system which give it vigor and strength." 

It should be emphasized that the remarks of Senator Saltonstall and 
Dr. Livingston are typical of suggestions, both in and out of government, for 
increasing contractor incentives. 

Contradictory trends in government procurement . — The spirit of the 
observations quoted above appears to have been reflected in a series of devel- 
opments within government itself. First, it seems evident that the Military 
Services themselves are undertaking a fresh appraisal of the awesome technolog- 
ical problems thrust upon them by the Space Age. There is evidence, moreover, 
of a desire on the part of the Services to share increasingly with private 
industry the technological and financial burdens thus created. 

General Quesada, newly appointed Administrator of The Federal Avia- 
tion Agency, bespoke this attitude in a recent speech in which he suggested 
that industry and government must "start work Immediately on working out some 
new concepts embracing the ways in which we reward industry's efforts for 
scientific and technological development of advanced weapons." The report of 
the ad hoc Committee on Research and Development of the U. S. Air Force 
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Scientific Advisory Board— the Stever Report— emphasizes the same point in 
these words: Contracting procedures should be changed to give contractors 

greater incentive to do research development work more effectively." In the 
legislative area the extension of the Renegotiation Act for a period of onlv 
six months-with the proviso that the process be subjected in the meantime 17 
o a searching Congressional study— would seem to offer further evidence of 
a new look by Congress at the whole question of providing incentives and 
moving disincentives to more efficient production 0 rwa^ma?eSelI 

. . . _ Within the framework of the Armed Services Procurement Regulation 

itself we find within recent months substantial improvement in regulations 
relating to pricing policies for negotiated contents and L sUion 

of contractor's proprietary technical know-how. This whole complex S 

^ action had encouraged us to believe that a new spirits abroad^n 
the whole area of government procurement. Unhappily, the dogged pursuit of 

f °J r acro6S ”the-board application of cost prScipS ^L^ to 
us wholly inconsistent with the current emphasis on the new snirit. d^^ordhod 
above and would, in our judgment, repres^ a ser^ouf ^ 

. . , , Vf turn nov the background of this proposal to a more de- 

tailed examination of specific questions which it involves. 

Considerations of Public Policy 

111 recent Industry-Department of Defense conference on this 

5?"^ ±te ?f of co f t > suggest that certain overriding considerations of 
public policy apply with even greater force to the quStion of Se anJlica 

“^° St Prlncl5les ’*«’ ^ this supplemental statS^tis 
*» -njuneuo^ 

. ^ !. e f l UTement ^e^tlon makes the edvertlS blf^thod o?pu^ 
Sd t ^’^ 1 ? S + a Jf eferred ^thod as an unmistakable matter of both legislative 
iSSSSlS 8 fcl IL?° LLcy * Mthou ^ the statute deals with the poiS 
1 y J' n ? 1 ff tl ° n, ASPR -» think, harmonizes completely and specifically with 

subsequent preference Is veu'eSSL^S^ ° f 

r «s ofpS<^Srp^cy? S Is^«^S^ro^f^S S s^ScS fer ' 

pr ?? uren ^ nt P 011 ^ ^t deserves repetltlon^hS con- 
e Apartment of Defense to procure supplies 
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and services from responsible sources at fair and reasonable prices, calc ula ted 
to result in the lowest ultimate over-all cost to the government." 

We regard these propositions as central and fundamental policies of 
Defense procurement to which all other considerations of public policy — from 
whatever source drawn or Imagined — must be subordinated. Moreover, we cannot 
believe that policy demands a broadened application of proposed cost principles 
if, as a result, "ultimate over-all cost to the government" is increased. And 
this is precisely the result we predict in that eventuality. 

At the risk of repetition we cannot fail to add that the widespread 
and continuing suggestions for the enhancement of private incentive in defense 
work — to some of which we have referred briefly above— are not only entirely 
consistent with these basic policies of military procurement but would lead 
almost certainly, in our judgment, to improved contract performance, an in- 
creased interest in defense production and a very considerable reduction in 
ultimate over-all cost to the government. 

The real issue to be decided .— The realities of the situation as well 
as the evident concern of your staff with questions of public policy demand 
that the resolution of the question now before you be based upon the broadest 
possible considerations of public policy. This being so, the issue to be de- 
cided may be stated very simply: Would the present proposal for application 

of contract cost principles in their present form to all types of negotiated 
contracts serve the public interest? 

We do not believe that it would. 

The Present Proposal 

In turning to the applicability of the proposal before you, we 
should point out once more that we do not regard ASER cost principles — in 
either their present or proposed form — as desirable or proper s tandar ds even 
for cost-reimbursement type contracts. 

The principal, change in procurement practice to be effected by 
adoption of the current proposal would consist in applying a revision of the 
present ASIR cost principles to fixed-price as well as cost-reimbursement type 
contracts . Having in mind the effect of the proposal 1 s adoption upon the 
broad public policy question posed above, we should like to consider it in 
terms of its essential nature, its effect on negotiated, fixed-price contracts, 
its use and effect in "cost-related areas," its effect upon normal business 
incentives, its effect on subcontracts, its effect on contract termination, 
and its effect upon the normal incidents of contract negotiation. 

The. nature of the proposal .— As a part of the colloquy on the subject 
of applicability at the recent Pentagon conference, the observation was made 
that industry spokesmen were confusing the applicability of proposed cost 
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principles with their content. We submit that one can no more consider the 
results of applying this proposal without considering all four comers of 
the document than one could judge the worth of a horse without examining the 
beast. What, exactly, is the nature of this proposal? 



Although the document here involved purports to be a statement of 
cost principles , it consists in fact of a relatively brief stat ement of 
nciples followed by an extended and detailed specification of costs which 
allowable or unallowable in certain contract situations. Experience per- 
suades us that in a practical contracting situation the statement of principles 
.ch as it is, will be disregarded and the contract administrator will rely ' 
ipon the specified list of allowable or unallowable costs. Moreover- - and de- 
spite protestations to the contrary with which we shall deal later— the extent 
of allowability or unallowability of any item of contract expense identified 
in these principles 1 would almo st certainly be the same under either a cost- 
reimbursement or a fixed-price type contract. 

We have reiterated these elementary propositions only because we 
regard them as fundamental to any consideration of the applicability of the 
proposed cost principles. 


The proposal^ ef fect on fixed-price contracts .— Having in nrtnd the 
basic and unavoidable character of this proposal, we reiterate an argument 
which we have advanced repeatedly in the past that promulgation of a "compre- 
hensive set of cost principles applicable to both negotiated, fixed-price 
and cost-reimbursement type contracts will serve to convert fixed-price con- 
tracts in one degree or another— into cost-reimbursement agreements. We 
regard this result as inevitable, both as a matter of logic and as a matter 
of experience. 


In their present form the proposed cost principles represent an 
artful piece of draftsmanship and an evident effort to respond to prior indus- 
try criticisms relating to the inevitable effects of an across-the-board 
application of cost principles. Specifically, the proposal declares th at 
cost principles are to be used (l) "for the determination of" reimbursable 
costs or cost-reimbursement type contracts, and ( 2 ) either (a) "as a basis 
for the development and submission of cost data and price analyses— in sud- 
port of negotiated pricing, repricing, etc., or (b) "as the basis for evalu- 
ation of cost data in retrospective pricing and ‘settlement or "as a guide in 
the evaluation of cost data" in forward pricing. 



, . P 16 excer P' ts from the regulation quoted above are, of course* those 

phrases which go to the very heart of applicability of the proposed set of 
comprehensive cost principles. The distinction which the draftsman of this 
regulation has attempted to make between applicability of cost principles in' 
cost-reimbursement and fixed-price contract situations is an exceedingly nice 
one. We believe, nevertheless, that this distinction, however nicely drawn, 
will become a distinction without a difference in practice. 
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A chronology of the process by -which the present phraseology of 
applicability came into being maybe instructive. When this proposal vas 
first publicly mooted in Mr. Lloyd Mulit's letter of May 28, 195 6 , the Insti- 
tute called attention to- -what we regarded as a built-in weakness in the pro- 
posal — " . . .we urge that any generalization of contract cost principles be so 
framed and administered that it may not serve as a deterrent to greater em- 
phasis on firm, fixed-price contracting." Doubtless, other industry associa- 
tions had the same concern. 

The September 10 , 1957# draft of this proposal attempted — with 
somevhat less than complete success — to avoid this change by careful distinc- 
tion as between the proposal's application to fixed-price contracts and cost- 
type contracts. Our comments of December 1 6 , 1957, once again pointed to the 
impossibility of a distinction in practice. 


Apparently unsatisfied -with this attempt, as was industry, Pentagon 
draftsmen have tried once more with the greatest care and the utmost sincerity 
to overcome this problem in the language quoted above. We commend the effort. 
We cannot fail, however, to entertain grave doubts as to the manner in which 
this theory of differing applicability will be treated In actual procurement 
practice. 

The almost inevitable obliteration of any distinction in actual 
practice is illustrated by a landmark decision of the Armed Services Board 
of Contract Appeals, the Swartzbaugh case. As you will recall, the question 
involved a dispute over the interpretation of a contract price revision art- 
icle. The contracting officer sought to apply present cost principles. In 
its opinion the Board said "in contradistinction to a cost-reimbursement con- 
tract, Form IV of the Price Revision Article depends on negotiation and its 
sequel, compromise. Under contracts calling for the reimbursement of costs 
it is appropriate to audit in detail each expenditure and to test its allow- 
ability by the standards of the statement of cost principles (ASPR, Section . 
XV) . Such a detailed audit is neither required nor desirable in price revi- 
sion... The statement of cost principles (ASPR, Section XV) upon which many of 
the disallowances were specifically based by contracting officers is not con- 
trolling in negotiations for revision of price." 


The case in question involved a redeteiminable fixed-price contract 
but the principle announced by the Board of Contract Appeals applies eq ually 
to the negotiation of price under any type of fixed-price contract. We be- 
lieve the philosophy of the Swartzbaugh case is entirely correct, but we 
t hink this philosophy would be largely destroyed by adoption of the proposal 
here under discussion, and The Pentagon’s own past experience with the Muni- 
tions Board memorandum referred to above further convinces us of this result. 


The proposal's use in "cost-related areas" . — The case for an across- 
the-board application of contract cost principles appears to rest finally upon^-^ 
the proposition that such a standard is required for examination of "cost- 
related areas" under both fixed-price and cost-type contracts. A corollary 
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proposition bolds that a cost under a fixed-price contract is no different 
from a corresponding cost under a cost-type contract and that both should, 
therefore, be judged by reference to the same standard, i.e., a com mo n or 
comprehensive set of cost principles* 

We think no one would argue seriously that there is any essential 
difference between an item of expense under a fixed-price contract and a simi- 
lar* expense under a cost- type agreement, nor that the manufacturer incurring 
either cost must recover it in the selling price of his product* And to argue 
from this truism that both costs should, or must, be judged by reference to 
the same standard seems eminently proper as a matter of pure theory. 

We are not, however, dealing with a theoretical exercise but a 
practical procurement situation. Let us consider the effects of the theory. 

Assuming a 10 per cent fixed fee under a cost-type contract, thi s 
minor part of the whole price is the absolute limit of the contractor* s risk 
and thus the limit of possible incentive. Conversely, a fixed-price contract, 
with no predetermined fee or profit, has a much wider area of risk for profit 
or loss and, logically, a much greater degree of incentive to the contractor. 
Moreover, it is precisely because the range of incentive in the latter case is 
so much greater than in the first that fixed-price contracting is preferred as 
a matter of policy. 

This contrast goes to the very heart of our case against a compre- 
hensive set of cost principles just as the propositions recited above consti- 
tute— as we understand it— the core of your staff's case for their adoption. 

With the issue thus squarely joined let us consider for a moment what this 
proposal would do to contractor incentive. 

It seems to us inevitable that reference to the proposed cost prin- 
ciples in pricing or repricing fixed-price agreements will very greatly reduce 
the ^ area of risk and the incentive possibilities of such contracts. Insofar 
as cost-related areas" thereunder are subjected to the proposed cost principles 

such contracts will have been effectively converted into cost-type contracts 

and price will be established by rote. 

Finally, we should like once again to point out that fixed-price 
negotiations will degenerate into formula pricing at the very time that serious 
and responsible students of the procurement process are c alling for immediate 
and drastic improvement in defense contract incentives. 

The p roposal's effect on normal business incentives .— As we have 
already suggested, both applicable law and regulations express a clear prefer- 
ence in defense contracting for firm, fixed-price agreements let either by 
formal advertisement or direct negotiation. An excellent capsule statement of 
this preference has been made by a leading contract pricing authority, as 
follows: 7 
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"Our objective then is to negotiate a contract type and 
price that includes reasonable risk and provides the contrac- 
tor with the greatest incentive for efficient and economical 
performance * In all cases it is basic to our pricing philos- 
ophy that a contractual arrangement lacks incentive until ve 
reach a firm agreement on price* The firm fixed-price con- 
tract obviously supplies this incentive to the fullest degree, 
and it is the type preferred in the Department of Defense. We 
also prefer fixed-price types of cost-reimbursement types and 
firmed fixed pricing over retroactive pricing." (Underscoring 
supplied*)/! 

We concur completely with this statement of policy. Moreover, its 
emphasis upon retention of maximum incentive to efficient performance is en- 
tirely consistent with the observations of General Quesada to which we re- 
ferred very briefly above. In the course of his remarks on this subject. 
General Quesada further called attention to the fact that the process of cost 
reimbursement tends to penalize the efficient producer and to reward the in- 
efficient producer. The point is by no means a new one — although few haver 
made it as well as General Quesada — and we raise it again here simply to rein- 
force the statement of our conviction that the cost-reimbursement process has 
a built-in disincentive character which now, in our judgment, wo uld be trans- 
ferred to all fixed-price contracts by adoption of the present proposal. 

The Institute firmly believes that the presently proposed set of 
comprehensive cost principles should have no application to any type of fixed- 
price contract. As contrasted with the cost-reimbursement situation, the 
contractor under a fixed-price contract must assume the risks associated with 
the price fixed prior to the incurrence of costs through contract performance. 
If the contract price has been fixed at too low a level the contractor may 
suffer a loss which is not recoverable from the government. Under cost- 
reimbursement contracting, on the other hand, the contractor faces no such 
problem. He will be reimbursed for contract costs incurred and, in most 
cases, will be paid a fixed-fee profit determined by formulas prescribed by 
ASPR. Under such a contractual arrangement the contractor has little or no 
incentive for the most efficient and expeditious contract performance. How- 
ever, in the fixed-price area, when a contractor has no such profit guarantee, 
contract performance must of necessity be both efficient and expeditious or 
.any origi n a ll y hoped-for profit will be completely consumed by costs. Thus, 
\mder fixed-price contracting, the contractor's incentives and his concurrent 
risks are maximized. 


V 


Lt. Col. George W. Thompson, "The Pricing Significance of Contract 
Types Used in Negotiated Military Procurement," XVIII Federal Bar 


Journal, No. 2, April- June, 1958* p. 136. Lt. Col. Thompson was 
recently awarded the Legion of Merit for his outstanding contribu- 
tions to Air Force procurement. 
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h +ho The effect on subcontracts . -The manner and degree in 

Principles would apply to subcontracting arf not en- 
tirely clear from the draft proposal. Nevertheless, its reference to "the 

«* ££££,?• 

^rar. 15-101; clearly implies a fairly extensive application. 

a defense Sb^^r^ ?* Sts bet *“ 

upon vhich the government 5° ln *' Incidentally, 

Inga before the Armed V? P T ead ’ 

a cost-reimbursement prime contractor, toSf^soSSX b ™ e '„ 

his costs examined by reference thereto, may be placed in tfr^l^ “ i ^ th 
ihg to Justify the costs of a subcontractor over S gigl haV ' 
government exercises any control. He micht al l * ? nor the 

a subcontractor's disallowances as well £ Mq J resud J be re<luired to absorb 

an already overpoverinT^ew lo£S SnSLTCe f ' “ to “ <*» «ra* 

will be firrthei» oni oJt^a j ^ apparatus of contract administration 

tors Kill be seriously 6 !! sturbed^” °°" erclal relationships betveen contrac- 
their presSt^ Se'Se^ ^of^ltf C ° St J rtDClpleS ln " 

£ve^tf"“ applicatiral!^^-- $J 

ss£'. g ^^ aaa wys s ssji’sr-- 

more liberal set of special terminal? '' lemen J° • K would replace the considerably 
Section Vin of the Armed Services pg^n^XLnr^ *“* *" 

application ^o^the ^ 

phasites once again the spurious iSic of LplvS ^ *«“ 

tract price negotiations in the firf* -fr. e + Q PPlyin f ttiem aiJ - types of con- 
in our discussion of the essential differenee^At^ &V f already eu SSested 
price contracting situations ^^P^ce and cost- 

application of the proposed Cost principSs^f 4oll? “““trlcted 

to terminatflt!; c^^^for °°” tra<:to r ls ln ■» way to blame for a decision 
of the situation seem to us to^em^n^re^beSl SlaSTf 's Tto e » ultles 

principles ^ ^^iflact* 

more liberal, would seem to indicate that 5 t# conslderabI y 

past. Moreover, no Justification has^een^ffered fo^a rec ° snlzed ln tbe 
recognize this. een oxrered for a failure to continue to 
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The "proposal's effect on the process of contract negotiations . — We 
have already voiced our concern over the virtual certainty that adoption of 
the proposed set of comprehensive cost principles -would convert many, if not 
most, fixed-price contracts into simple cost-reimbursement agreements. We 
think this view is supported when one applies to the present proposal the 
acid test of a practical contracting situation. 

The contracting officer is directed by Section III, Part 8, of ASPR 
to prepare some form of price analysis in every negotiated procurement. In 
the absence of competitively established prices available to the contracting 
officer, his fulfillment of this regulatory requirement customarily takes the 
form of a demand on the contractor or prospective contractor for a cost analy- 
sis of the proposed contract price. (This is borne out by the experience of 
capital goods manufacturers who report an increasing volume of demands for 
cost data with respect to negotiated fixed-price procurement together with a 
concomitant increase in pre-contract audits of contractors’ books and records.) 

It is understandable that, in many situations, the government will 
request pre-contract cost analyses. This is done on the basis that the con- 
tractor’s costs are a factor to be considered together with many other fac- 
tors (ASPR 3-101) in determining a reasonable negotiated price. 

Two important questions, however, are raised immediately — questions"""^ 
which are made more critical by the proposal now before us. First, are costs 
as submitted by a fixed-price contractor in a pre-contract price analysis to 
be judged by the ordinary standards of business or by an arbitrary manual of 
cost allowance and disallowance? Second, assuming a pre-contract audit, what 
form will that audit take and to what use would it be put? 

The first of these questions answers itself when one examines the 
present proposal. The second, relating to the form of a military audit report, 
has been described by one of the members of the Navy panel of the Armed 
Services Board of Contract Appeals as follows: 

"In other than cost-reimbursement contracts, the 
government audit report is merely advisory and generally 
the form of the report clearly segregates, in separate 
columns, those costs which are accepted, those w hi c h are 
questioned, and those which are disallowed— so as to 
permit proper examination at the contracting officer and 
Board levels in accordance with the cost principles 
applicable to the particular type of contract involved." 

(Underscoring supplied. )/2 



¥ 


John Green, "Costing and Pricing in Contract Appeals Procedures, 
XVIII Federal Bar Journal, No. 2, April- June, 195®, p. 189. 
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This statement makes clear that advisory audit reports on rnn+raotn-c 
fished data presently include an itemization of "unallowable" estimated 
costs. To what extent such unallowability" is presently based on ASPR 

n0t ? Clear; if Section w ls *ade directly appLable 

to fixed-price contracts there can be no question as to the source of P such' 

unallowability. Indeed, such advisory audit reports would probably serve 
under a broadly applicable set of cost principles, as the basis for unilateral 

oow proscribed * 

Yv F ^ e aoSi th an ^" adv±sor y" report based directly on a revised 

/Srion*™ + fSPR-as here proposed-and which "advises" himthat man/of 

/ sHtlo^of^rtP^rtT 8 ! f lse 0f smmd which another’ 

™ thin* Me Judgment will have been stultified bf this devetop^tf' ’ 

Thus^ it seems to us that the fictional character of 
now sought to be drawn between the application of cost principles to fixed- 

trated?° ntraCt3 ^ to C ° 8t “ type contracts <"• P^e ll X^Tllus- 

thfl aeja gSS 53 u£ effect on the "All Costs" concept . -Just as we believe 

8 ^r Pl H 0n °f, this Proposal would so circumscribe a contran- H n g officer* s 
area of discretion as substantially to deprive him of the exercise of 2v real 
judgment in contract negotiations, so do we think it would inevitablv tend +n 
®ake unallowable under fixed-price contacts certain SSesSoSfcSts of 
doing business which are presently disallowed under cost-type contracts. 

cnntran+.-fn?oi? er 0n f e the ' ,advl sory "audit report to our hypothetical 

£v$^ a l?? 18 directed the regulation "to employ Section X7 of 

f LirS' >f ria“ lM - ■ hTh! f 

unacoeptaMa “ d «• to he disregarded In arri“S a? a 

The Pustitute has long objected to the arbitrary and categorical 
disallowance under cost-type contracts of such items as advertising selling 
SZ'* 44 - «f tave thought such rejection economical So«d^f£ 8 
+ ?? ’ unwise from the standpoint of both government and Industry To 

Se P ^«:t P ^i1v set of cos? prlnciple^S^^d 

;“ e o ^ ec ; subsidy to the government-and the corresponding disadvantage to 

r^rires! 8 ° 3 g0vernment c °ntractor which such disallowance necessarily 

f , We repeat our suggestions of the past— tdiich are se-fc 
a ent to this letter— that, with minor exceptions dictated by law and 
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public policy, those portions of all legitimate and reasonable costs of doing 
business properly allocable to government work should be reimbursed as proper 
contract costs. We cannot but view with dismay a situation in which this 
principle is to be all but obliterated in government contract work. 


Specific Recommendations as to Applicability of the Present Proposal Summarized 


1. That the draft of comprehensive contract cost principles not be 
published in its proposed form. 


2. That if the Department of Defense desires to pursue the goal of 
a broadly applicable set of cost principles, that it confine 
the publication of regulations in the area to principles alone, 
as suggested on pages 11 and 12 of our letter of December 16, 
1957# copy attached. 



That if a set of cost principles in the approximate form of 
this proposal is to be published that certain specific exemptions 
be made to its applicability, as summarized below: ; 


That contract cost principles be made specific ally in- 
applicable to (l) advertised contracts, (2) all firm, 
fixed-price contracts, (3) all subcontracts except 
those clearly involving privity with the government, 
and (4) contract terminations. (As a corollary we 
recommend that cost principles now appearing in Sec- 
tion VIII of ASPR be retained for application to 
contract termination.) 


(b) 


That as to all other types of fixed-price contracts, 
general principles only (enumerated in Paragraphs 
15-100 through 15-203 of the proposed draft) as dis- 
tinguished from that portion of the draft which Is a 
catalog of allowances and disallowances (15-204 "Appli- 
cation of Principles and Standards") be made applicable 
to such contracts. 



Application of Principles and Standards 

The Institute has commented repeatedly in the past on the proposed 
comprehensive cost principles' treatment of specific items of cost. We think 
it unnecessary to reiterate at length the arguments already advanced in prior 
statements and, with that in mind, we are attaching an extra copy of our 
statement of December 1 6, 1957* 

We do want to acknowledge significant improvements which have been 
made by your staff in the September 10, 1957# revision of the proposed cost 
principles, particularly in such areas as executive compensation, research f \ 
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and development, and the allowance of overtime costs. Important as those 
improvements are, we continue to believe that if the Department of Defense 
deems it essential to publish a set of cost principles in substantially the 
form here proposed, then its treatment of specific items of cost should be 
further liberalized in accordance with prior recommendations in the attached 
statement. 


We should like once again to thank you, your staff, and your 
associates for your courtesy, your patience, your understanding, and your 
obvious personal concern with the resolution of this most important question. 
May I assure you again of the Institute’s desire to cooperate in any way 
possible. 


Respectfully yours. 



CWS:c 

Enclosures 



The Honorable E. Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 

The Pentagon - Room 3 E 810 
Washington 25, D. C. 

Dear Mr. Secretary: 

In the general comments of the National Security Industrial Asso-f 
ciation on the Department of Defense Proposed Revision of Section XV of the--. 
Armed Services Procurement Regulation submitted with our letter of December 
16 , 1957, we indicated that our Contract Finance Committee has been devoting 
extensive effort for more than a year to the development of an Industry pro- 
posal for a Comprehensive Set of Cost Principles. We are now pleased to sub- 
mit this to you. 


We trust that this proposal will receive your serious consideration 
since it might provide the basis for resolution of many of the problem areas 
on which we commented with respect to the Department of Defense draft. 

You will note that our submission is a complete presentation of 
basic principles except for cost interpretations on specific items of costs 
of an indirect nature. We plan to submit a proposal on these cost interpre- 
tations once the basic principles are resolved. 


We again wish to reiterate that many of the differences of opinion 
are susceptible to resolution if fully explored across the conference table 
by representatives of Government and Industry. Agreement should be reached 
on the basic principles to be employed before the drafting of the cost prin- 
ciples is completed. 


It would be greatly appreciated if you would extend an opportunity 
for a small group of qualified individuals to meet with you and members of 
your Staff to discuss this proposal. We believe that the result of such a 
discussion might well be the realization of developing a mutually acceptable 
solution of this long outstanding problem area. I will be glad to discuss, 
at your convenience, arrangements for such a meeting. 


Sincerely, 


Jas. D. Boyle 
Director of Committees 




NATIONAL SECURITY INDUSTRIAL ASSOCIATION 


N. B. McLEAN 

Chairman, Board of Trusters 

R. C PALMER 
President 

R. C. SIMMONS 

Chairman, Executive Committee 


vrioNAi. headquarters: t/07 /0/A Street , N.W.* Washington 6, D.C. J REp 


ubtic 7-7474 


R. N. McFARLANE 
Executive Director 


2 May 1958 


TRANSMITTAL MEMORANDUM 

To: All Official Representatives, NSIA 

All Members, Procurement Advisory Committee 

Contract Finance Task Committee and Panel 
Contract Negotiations Task Committee 
Contract Terminations Task Committee 

Subject: NSIA Proposal for a Compr ehensive Set of Cost Principles 


The efforts extended by your Contract Finance Task Committee 
for over a period of a year have culminated in the attached proposal 
of a Comprehensive Set of Cost Principles, which was submitted to The 
Honorable Perkins McGuire, Assistant Secretary of Defense (Supply and 
Logistics), under date of 29 April 1958. 


It is hoped that our request for a meeting with Mr. McGuire 
and his Staff will be favorably considered and that such a conference 
can be held at an early date. 


Sincerely, 



William F. Romig 
Committees Executive 


WFR/jtm 


Attachment: . 

Transmittal letter to OSD: 

NSIA Draft of Proposed Comprehensive 
Set of Cost Principles. 
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Part 1 - Introduction 


100 Scope of Statement 

• 

This statement sets forth in general .terms contract cost principles and standards 
to be used as a general policy guide in the negotiation, administration and term- 
ination of contracts. 

The Statement consists of five Parts as follows: 

Part 1 - Introduction 

Part 2 - General Principles and Standards 

Part 3 - Application of Cost Principles to Cost Reimbursement Type Contracts 
Part k - Application of Cost Principles to Negotiated Fixed Price Type Contracts 
Part 5 - Cost Interpretations 


101 Purpose 

(a) This Statement of cost principles has the following main objectives: 

) (1) To identify those categories of costs recorded in a contractor's account- 

ing records which represent normal and true costs of doing business, and 

(2) To set forth acceptable methods for allocating costs and expenses to the 
contractor's business and, where required, to contracts or other detailed 
segregation. 

(b) This Statement will be useful in the preparation, review, and evaluation of cost 
data, in connection with contract pricing, pricing revisions, payments, termi- 
nation settlements and other phases of contract administration by: 

(1) Government audit personnel in establishing the scope of their examination 
of contractors' accounts and in evaluating the propriety of costs allo- 
cated to contracts as shown by contractors' accounting records. 

(2) Government procurement personnel in reviewing, analyzing, and evaluating 
accounting data prepared by contractors or auditors relative to con- 
tracts, And in negotiating prices, price revisions, payments and settle- 
ments on contracts. 

(3) Contractors in preparing estimates for negotiation with procurement per- 
sonnel where applicable, and in preparing cost analyses where required. 


102 


Use of Cost Data in Contract Pricing - General 


The general cost principles and standards set forth in this Statement are not 
intended to be rigid rules for cost determination but rather to act as a broad 
framework to be applied with discrimination and judgment. In each individual 
case, the nature of the industry and the policies and practices of the contractor 
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102 Use of Cost Data in Contract Pricing - General. (Continued) 
must be recognized and evaluated. 

With respect to the use of cost data in connection with contract pricing, the fol- 
lowing basic principles shall be considered: 

(a) The primary objective of the Government is to procure supplies and services 
from responsible sources at fair and reasonable prices to both the Government 
and the contractor calculated to result in the lowest ultimate overall cost 
to the Government giving due consideration to such factors as capability or 
quality of performance,, ability to meet specifications, delivery in accordance 
with required schedules, and advancement of the art, or improvement in the 
product. 

(b) The scope of work involved in each procurement shall be evaluated to determine 
the most desirable type of contract for the Government and the contractor. 

(c) In the negotiation and administration of fixed price type contracts (includ- 
ing price redeterminable and incentive types) the objective shall be to nego- 
tiate a fair and reasonable price in which due weight is given to all relevant 
factors. In establishing prices under negotiated contracts, educated judgment 
and not mechani.ca.1 rules or mathematical formulae based on costs shall be used. 
It follows that pricing decisions shall not be made on a basis of a determina- 
tion of cost plus a percentage of cost. Specific agreements need not be nego- 
tiated with contractors as to the individual elements of cost except when it 
may be desirable to do so to cover, special or unusual items. 

(d) Costs shall not be considered an important factor for determining prices 
under fixed price contracts when other valid and adequate criteria are avail- 
able. Examples of pricing criteria, other than cost estimates, which may be 
valid and adequate in particular cases for negotiating prices include (but 
are not necessarily limited to) the following: 

(1) Competitive price proposals, 

(2) Published market prices, 

(3) Catalogue prices or prices otherwise established, and 
(ii) Previous procurement price experience on the same or similar items, with 

appropriate allowances for changes in qual titles or specifications or 
changes in labor, materials, and other cost indices. 

(e) Prices established by competitive bidding eliminate the need for cost esti- 
mate audits and are performed whenever circumstances permit. In the case of 
contract terminations, cost audits may be required. 

(f ) Profits are considered reasonable and just when based on performance measured 
by such factors as improvement in the knowledge of the art, efficiency, risk 
and relative cost... None of these factors are such that they can be measured 
with precision and therefore excessive attention shall not be devoted to lim- 
itations of profit margins based on rule-of-thumb standards or uniform profits 
rates for companies in the same industry. 


Revised 
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103 Applicability 

(a) In order for the principles outlined in this Statement to be binding upon the 
Government and upon a contractor, the applicable principles shall be incorpo- 
rated by reference in a contract as follows: 

(1) Part 2, defining general principles and standards, shall apply to the fol- 
lowing situations where costs are a factor in determining price: 

(i) All cost reimbursement type contracts, where costs relating to the 
contract are reimbursable under the provisions of the contract; 

(ii) Fixed price type contracts (including those with price re determ- 
ination clauses and those of the incentive type) wherever cost 
data are an important factor to be considered in the negotiation 
of price, either initially or in subsequent price revisions, if 
any, and 

(iii) Termination settlements of the above types of contracts. 

(2) Part 3 shall also apply to all cost reimbursement type contracts where 
costs relating to the contract are reimbursable under the provisions of 
the contract. 

When requests for proposals are issued for contracts in which cost data are an 
important factor in the negotiation of price, the request shall state that the 
provisions of Part 2 shall be followed. 

(b) The provisions of Part h with respect to negotiated fixed price type contracts 
are set forth for the guidance of Government and contractor personnel in the 
negotiation of prices of such contracts, either initially or in subsequent 
price revisions, if any, or in termination settlements thereof. 

(c) Part 5 sets forth cost interpretations which are intended to be used as a 
guide by Government and contractor personnel in the promotion of fairness in 
price negotiations and cost determinations. 

(d) In certain instances, it may be desirable to spell out in cost reimbursement 
type contracts those items of cost which are to be charged directly and those 
contemplated for recovery through indirect costing procedure (i.e. overhead), 
provided these provisions are in harmony with the principles and standards 
set forth in this Statement. Under such conditions j the contractual pro- 
visions shall govern the treatment of such costs. Otherwise the contractor’s 
accounting system shall prevail in accordance with generally accepted ac- 
counting principles as set forth in Part 2 of this Statement. 

-(e) The term cost-reimbursement type contracts, as used throughout this Statement, 
includes cost or cost-sharing contracts, cost-plus-a-fixed-fee contracts, 
and the cost-reimbursement portion of time- and- materials contracts. 

(f ) This Statement shall not apply where cost data are not a factor in establish- 
ing firm fixed prices, as for example : 
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(1) Contracts awarded on the basis of formal advertised competitive bids, 

lists, forms, discount sheets, catalogs, or other media, an 

contracts awarded by negotiation on a firm fixed price basis where the 
(3) Contracts awar * J is established by previous procurement price 

Snce on the similar items uith adjustments. for - price changes, 

SSre appropriate, or by any other valid criteria referred to in Para- 

graph 102 (d). 

lOl* Effective Date of Statement 

The principles and standards contained in this Statement shall be effective for^con- 
SSPr°Sa?f^y S be h S^ e apPed“pS Py Se Government and the contractor. 
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Part 2 - General Principles and Standards 

200 Scope of Part 

This Part sets forth general principles and standards which shall apply to all con- 
tracts as provided in Paragraph 103. This Part does hot prevent special treatment 
of any item of cost by contractual provision. 

201 General Standards for Use of Cost Principles 

The following are general standards for the use of these cost principles in arriv- 
ing at sound pricing on Government contracts: 

(a) Sound pricing depends primarily upon the exercise of sound judgment by all per- 
sonnel concerned with the procurement and therefore cannot be measured exactly. 
Various methods may be equally appropriate for arriving at fair condensation, 
and reasonable variations of method and of sound judgment may be accepted as a 
basis for fair condensation. The application of sound business judgment as 
distinct from strict accounting principles is an essential element of sound 
negotiation. The parties may agree upon a total amount to be paid the con- 
tractor without agreeing on or segregating the particular elements of costs 

or profit comprising this amount. 

(b) Cost and other accounting data may provide guides for ascertaining fair conden- 
sation but are hot rigid measures of it. Other types of data, criteria, or 
standards may also furnish reliable guides to fair condensation. In appro- 
priate cases, costs may be estimated, differences compromised, or doubtful 
questions settled by agreement in an expeditious manner. 

(c) The amount of record keeping, reporting, and accounting required shall be re- 
duced to the minimum compatible with reasonable protection of the public 
interest. 

202 General Bases for Cost Determination 

In considering cost data as a guide for negotiation or for cost reimbursement under 
a contract, the general principles set forth below shall be used in arriving at 
fair compensation. These principles are intended to include consideration of direct 
costs incident to the performance of the contract, and the allocation of indirect 
costs. In applying these principles, the following factors shall govern: 

( a) Costs must be reasonable; judgment shall be exercised in determining reason- 
ableness. 

(b) Conformance to generally accepted accounting principles and practices shall 
govern. 

(c) Indirect costs must be properly allocable to the contract in accordance with 
the contractor's established accounting system. 

(d) The costs of a contract are subject to the limitations or special provisions 
as to types or amounts as set forth in the contract. 
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(a) In determining or evaluating either estimates or actual costs of performance of 
specific contracts, the application of the test of reasonableness requires a 
flexibility in understanding and the exercise of sound judgment in dealing - with 
a given situation after consideration of all influencing or related factors. 

(b) The primary factors to be taken into account in evaluating reas onableness_ of 
costs include the following: 

(1) Established policies and accounting practices of contractor, 

(2) Prior experience of contractor, and 

(3) Prevailing level of comparative types of cost or expense in similar con- 
cerns or in industry in general. 

(c) In appropriate circumstances the following additional factors may have a bear- 
ing: 

(1) Application of business and public policies, 

(2) Size and complexities of business, and 

(3) Prevailing general economic conditions. 

(d) In the negotiation of fixed price type contracts, the presumption of reason - 
ableness shall be accep tecTTf ttie overall price is re a so nable when measured 
against competitive^ our ceS of supply, giving due consideration to such factors 
as capability or quality of performance, ability to meet specifications and 
delivery in accordance with required schedules. 

As to allowability of costs under cost reimbursement type contracts, the pre- 
sumption of reasonableness, shall be accepted unless the cost is patently un- 
reasonable either as t o type jor amountwhen measured" byappIyTng trie "'factor™ 
cited - above, frior to making ^determination of unreasonableness, the con- 
tractor shall be given the opportunity to submit data sustaining the cost. If 
The burden of proof shall be regarded as having been met if the evidence 
submitted sustains the reasonableness of the cost under the circumstances 'I 
in which it is incurred. 

201: Application of Generally Accepted Accounting Principles and Practices 

Generally accepted accounting principles and practices are derived from many 
sources. They may, for example, be described in professional accounting litera- 
ture, accredited accounting textbooks and in official pronouncements of recog- 
nized associations of accountants, or they may become generally accepted through 
usage by industry and the accounting profession. The publication of research 
bulletins, and other work of the professional accounting associations, has done 
much to establish reliable standards of accounting practice. Such standards 
permit the use of alternative practices or conventions, particularly in varying 
types of business activities. For example, there are several acceptable methods 
of depreciation accounting, expense allocation and inventory pricing. At the 
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w 

20b Application of Generally Accepted Accounting Principles and Practices ( Continued) 


same time there are generally accepted rules regarding accounting practices, the 
violation of which is not condoned by the accounting profession. Because of the 
alternative practices which may be followed in adhering to generally acceptable 
accounting principles, the accounting principles and practices of a particular con- 
tractor shall be measured in the light of the aggregate body of generally accept- 
able principles and not on the basis of rigid formulae. Consideration shall be 
given to whether or not the principles or practices followed in the contractor’s 
accounting system are: 


(a) Recognized and endorsed by the accounting profession, 

(b) Commonly used by the business community, 

(c) Consistently applied, 

(d) Such that will provide reasonable assurance of equitable results to both the 
contractor and the Government, and 

(e) Approved by the contractor’s public accounting firm. 


205 Acceptable Accounting System 

The accounting system of a contractor shall be regarded as acceptable if adequate 
accounting records, documents and other evidence are maintained to the extent and 
in such detail as will properly reflect all costs, direct and indirect, for which 
reimbursement is claimed under the provisions of a contract, or which may be used 
as a basis for price negotiations or price revisions. In the case of cost reim- 
bursement type contracts such records are the basis of reimbursement by the Gov- 
ernment. An acceptable accounting system shall include the following requirements: 

(a) The system shall be based on generally accepted and sound accounting practices 
consistently applied. 

(b) The system shall be suitable for the contractor's type of operations. 

(c) The methods employed shall be productive of reasonably accurate costs by 
contract. This does riot mean "actual" costs to the exclusion of acceptable 
standard cost systems, nor does it imply job order costs to the restriction 
of process, parts and assembly costs accumulated on a production program 
basis. 

(d) It is desirable that the cost system be controlled by the general books of 
account. However, a statistical type cost system giving actual costs, which 
is tied into primary records, but not controlled by the general ledger, will 
also generally be acceptable. 

(e) The cost system shall readily lend itself to selective auditing procedures. 

A standard cost accounting system, that is, a cost system making use of standard 
or normal rates for manufacturing costs as a means of management control, is 
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Acceptable for cost determination under Government contracts , if the variations from 
actual costs are restored properly so that in the end the costs chargeable to a con- 
tract will stand upon the basis of the actual costs as described in paragraph (c) 
above. 

The devising and establishment of a contractor ' s accounting system is a management 
responsibility. Although there may be as many different cost accounting systems as 
there are contractors, the majority are based on either the job- order or process 
methods, either of which may be with or without standards. Individual accounting 
systems, will vary as to the elements of costs covered. Whether such costs are 
treated as direct or indirect, ahd the method of allocation employed. In some 
cases, the method may be such that the cost of performance of a contract as a whole 
is determined, rather than the cost of individual completed units of production. 

In establishing a cost accounting system, management is guided by the needs of the 
business, the extent of accuracy and exactness required and economy of operations. 

In determining the acceptability of a contractor’s accounting system the Government 
may review it. Where such review establishes that the system of accounts and the 
method of cost accounting employed is compatible With the principles and standards 
set forth in this Statement and ihe costs properly allocable to a contract are 
reasonably ascertainable therefrom, the cognizant audit agency shall approve the 
accounting system and thereafter the results of consistent application of that sys- 
tem shall be accepted by all military agencies. However, this shall not preclude 
the contractor from making changes in its system, provided such changes conform to 
generally accepted accounting principles and practices, and notice of the change is 
given to the cognizant audit agency. 

206 General Policy for Direct and Indirect Costs 

An acceptable method of cost accounting shall provide for proper identification of 
direct and indirect costs applicable to a contract, in accordance with generally 
accepted accounting principles and practices. 

Direct cost elements, usually but not limited to items of material and labor, are 
any items of cost (or the aggregate thereof) which may be identified specifically 
with a product, service, program, function, or project on a consistent and logical 
basis. 

Indirect costs, in contrast, are any other items of cost (or the aggregate thereof) 
which cannot be economically associated specifically with a particular contract or 
order, or which are not obviously traceable to a unit of output or a segment of 
business operations, such as a product, service, program, function, or project, 
and therefore are allocated or apportioned to a product or other objective on a 
fair method of distribution. 

A cost may be direct with respect to some specific service or function which in 
itself is indirect with respect to the end product, service, program, function, 
or project. The distinction between direct and indirect costs is sometimes arbi- 
trary or is based upon convenience and cost accounting simplicity. In the interest 
of economical accounting the contractor shall not be required to extend the prac- 
tice of direct costing to items treated as indirect cost if the method used does 
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not sacrifice reasonable accuracy in overall cost charged either on a direct or in- 
direct basis . Consistency of "treatment of similar cost elements as between direct 
and indirect is of fundamental importance in actual practice. 


207 Composition of Overhead Pools 

(a) Indirect costs (or overhead expenses) as used in this Statement, generally fall 
within but are not limited to, the following general groups of indirect ex- 
penses: 

(1) Manufacturing and production expenses which are incurred in fabricating 
the article or service rendered and which are not considered as direct 
charges, 

(2) Sel lin g and distribution expenses incurred in marketing and distributing 
the contractor's products, 

(3) Engineering expenses, to the extent not included in (1) and (2) above, 

(I4 ) General and administrative expenses incurred in the overall management, 
supervision, and conduct of the business , and 

(5) Other categories of indirect costs which may be accumulated by burden 
centers, cost centers or departmental centers either within the above 
general groups or in newly established categories, where appropriate, 
such as material overhead, research and development overhead, etc. 

(b) In determining the acceptability of overhead pools employed, consideration 
shall be given to the following: 

(1) Natural grouping Of machines, methods, processes, or operations; 

(2) Identification with management responsibility for the control unit; 

(3) Common characteristics of individual cost elements; 

(Ii ) Degree of accuracy required; 

(5) Simplicity of cost accounting; and 

(6) Economy of operation. 

208 Methods of Allocation of Indirect Costs 

A method of allocation of indirect costs, or expenses chosen by the contractor shall 
be acceptable if it is in accord with generally accepted accounting principles and 
practices, provides uniformity of treatment for like cost elements, and is consis- 
tently applied. Once the accounting system of the contractor has been reviewed 
and approved as provided in paragraph 205, the results of consistent application of 
that system, with respect to individual cost elements or groups of indirect costs, 
shall be accepted if the costs are reasonably determined under the provisions of 
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208 Methods of Allocation of Indirect Costs (Continued) 

paragraph 203 and their allocation is in accordance with the system accepted or 
approved. 

The base period for allocation of overhead is the period during which such costs are 
incurred and accumulated for distribution to work performed in that period. Any 
period that is consistent with the contractor's established practice and furnishes 
an equitable basis for the determination of an overhead rate may be used. 

209 Application of Cost Principles to Methods of Determining Costs in Contract Pricing 

The Cost Principles set forth in Part 2 shall apply to any method of determining 
costs for pricing arid repricing activities, unless otherwise qualified by this 
Statement or by specific contractual provision. Such methods include the use of 
historical (or actual) costs, standard costs, and cost estimates or combinations 
thereof, whichever is appropriate for the specific type of procurement action. 

(See Paragraphs 210 and 211.) 

210 Use of Historical Costs in Contract Pricing 

Historical (or actual) costs incurred in the base period are sometimes required to 
be used as a. guide, when appropriate, in redetermining prices, establishing escala- 
tion and incentive targets, and in termination settlements. 

"Where standard costs are in use, they are acceptable for the determination of his- 
torical costs, provided appropriate adjustment is made in costs for variances be- 
tween standard and actual costs. 

211 Acceptability of Cost Estimates in Contrace Pricing 

In general, cost estimates may be used as a guide, in the absence of other valid and 
adequate pricing criteria in establishing prices, targets, ceilings, hourly rates 
for labor, and overhead expenses, in precontract negotiations, in forward price 
negotiations and price revisions during the course of contract performance, and in 
the negotiation of contract changes. 

"When cost estimates are used, exactness is not attainable and specific methods 
which could be applied by a given contractor in all circumstances cannot be delin- 
eated. The methods of cost estimating used by a contractor will, of necessity, 
be related to or influenced by (i) the contractor's method of cost accounting, 

(ii) the complexity and magnitude of the product or service under consideration, 

(iii) the economic aspects of the particular industry involved such as the divers- 
ity of the product from the types of products usually produced, (iv) the frequency 
of cost and price quotations, or (v) other special features not normally encount- 
ered. Accordingly, cost estimating methods which may be acceptable to one con- 
tractor may be inadequate or inaccurate for another. Therefore, skill and judgment 
are required in evaluating the methods of cost estimating. 

Where standard costs are available they may be used in cost estimates for contract 
pricing. Wherever standard costs are used in estimating, appropriate adjustment 
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211 Acceptability of Cost Estimates in Contract Pricing (Continued) 
will be included for anticipated variances. 

Historical cost data, when used for estimating costs, shall be reviewed for changed 
or c han ging conditions that would result in a difference between past costs and 
future costs. 
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Part 3 - Application of Cost Principles to 
Cost Reimbursement Type Contracts 


Scope of Part 

This Part sets forth applications of the general cost principles and standards estab- 
lished in. Part 2 of this Statement in connection with the determination of costs 
under cost reimbursement type contracts., It is impractical and unnecessary to cover 
every element of cost or every possible situation that might arise in a particular 
case. In areas where this Part does not furnish specific guidance, the philosophy 
expressed or implied in the principles and standards comprising Part 2 of this 
Statement and the treatment of similar or related items in this Part, shall be 
followed. 

Use of Historical Costs in Contract Pricing - Cost Reimbursement Type Contracts 

Historical or actual costs shall be used in the following situations under cost 
reimbursement type contracts: 

(a) Determination of costs incurred subject to reimbursement, 

(b) Negotiation of final overhead rates, 

(c) Determination of costs incurred subject to reimbursement Tinder cost type por- 
tion of time and materials contracts, and 

(d) Under contract termination settlements. 

Use of Cost Estimates in Contract Pricing - Cost Reimbursement Type Contracts 

Cost estimates may be used, where other valid and adequate pricing criteria are not 
available, in the following situations under cost reimbursement type contracts: 

(a) Initial estimates as a basis for negotiation of fixed fees, 

(b) Establishment of provisional overhead rates to be used as tentative rates 
established for interim billing purposes pending negotiation of final over- 
head rates, 

(c) Negotiation of maximum cost limitations, and 

(d) Negotiation of contract changes affecting contract consideration. 

Costs Allowable 

All dir ect costs, as defined in paragraph 502, are allowable. All other normal and 
true costs of doing business shall be allowable, irrespective of whether the par- 
ticular costs are treated as direct or indirect, subject to the normal tests of (i) 
reasonableness as to amount and (ii) allocabllity as defined in Part 2 of this 
Statement. Such costs include those paid or accrued in the overall operation of 
the business as well as those specifically attributable to the performance of the 
contract. 
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303 Costs Allowable (Continued) 

Examples of allowable cost items are listed below: 

(a^ -_Adv^+-i 

(b) Bidding expenses 

(c) Civil Defense costs 

(d) Compensation for personal services 

( e) goa loJmliQhS Hnnat.i nns_ 

(f) Corporate business expenses - i.e. stockholders* meetings, financial reports, 
directors' fees and expenses, etc. 

(g) Depreciation and amortization 

(h) Employee morale, health and welfare costs 

(i) Enterta i anaafc ossis 

( j) -Excfess fari } i t.i es costs 

{kj Food and dormitory service costs 

(l) Fringe benefits 

(m) Insurance and indemnification 

(ri) Interest on b orrowings, except bond discounts 
T57 EaboF~relati ons 

(p) Maintenance and repairs 

(q) Overtime premium 

(r) Patent costs 

(s) Plant protection costs 

( t ) Plant restoration and reconversion costs 

(u) Precontract costs 

(v) Professional services costs - legal, accounting, engineering and other 

(w) Recruiting expenses 

(x) Rental of plant and equipment 

(y) Research and development expenses 

(z) Royalties and other costs for use of patents, copyrights and proprietary 
information 

(aa) Service and warranty costs 
(bb) Severance pay 
(cc) Shift differentials 
(dd) Special tooling costs 
(ee) Taxes 

(ff) Trade, business, technical and professional activity costs 
(gg) Training and educational costs 
(hh) Transportation costs 
(ii) Travel costs. 

The omission of any item in the above listing is not indicative that such item shall 
be unallowable. In such instances, the principles and standards set forth elsewhere 
in this Statement shall govern. 





Costs Unallowable 

The necessity for incurring a specific cost is a question of management judgment. 
An item of cost shall not be unallowable per se except for the items listed below 
which constitute a distribution of profits, are considered to be contrary to 
public policy, or may not be properly allocable to Government contracts. Elements 
of cost shall not be unallowable because they are incurred by some contractors 
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30i* Costs Unallowable (Continued) 

and not by others. 

Unallowable costs, unless the contract specifically provides otherwise, are: 

(a) Commissions or contingent fees (under whatever name) in connection with obtain- 
ing or negotiating for a Government contract, excepting commissions necessary 
tp maintain representatives in the field to expedite and service Government 
contracts, or bona fide employees or bona fide established commercial or sell- 
ing agencies maintained by the contractor for the purpose of securing business. 

(b) Fines and penalties, resulting from violations of, or failure of contractor to 
comply With Federal, State, and local laws and regulations, except when incurred 
as a result of compliance with specific provisions of the contract, or instruc- 
tions in writing of the contracting official, 

(c) Bad debts and reserves for such debts of a purely commercial nature, 

(d) Federal taxes on income and excess profits, 

(e) Dividend payments, 

(f) Bond discounts, 

(g) Losses and gains from sales or exchanges of capital assets including invest- 
ments, and 

(h) Premiums for insurance on the lives of directors, officers, proprietors or 
other persons, where the contractor is the beneficiary directly or indirectly. 


i 
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Part b - Application of Cost Principles to Negotiated 
Fixed Price Type Contracts 

1|00 Scope of Part 

This Part sets forth applications of the general cost principles and standards es- 
tablished in Part 2 of this Statement, for the guidance of Government and contractor 
personnel, in connection with the preparation, Review, analysis, and evaluation of 
cost data relative to the negotiation and administration of fixed price type con- 
tracts. This Part is not applicable to contracts where cost data are not a factor 
in establishing firm fixed prices as set forth in paragraph 103 of this Statement. 

It 01 Use of Historical Costs in Contract Pricing - Fixed Price Type Contracts 

Historical (or actual) costs incurred in the base period set forth in the contract 
may be used as a guide in price negotiations under fixed price type contracts in the 
following situations: 

(a) Under fixed price contracts with retroactive price redetermination provisions : 

^ (1) Negotiation of fixed prices. 

^ (2) In combination with cost estimates, in the negotiation of prospective 

prices. 

(b) Under incentive type contracts: 

(1) In combination with cost estimates, to negotiate firm target costs and 
target prices, including those cases where the targets are set or revised 
during the course of the contract, and 

(2) Determination of final prices. 

(c) Under fixed price contracts with escalation provisions, to the extent necessary. 

(d) Under contract termination settlements. 

ii02 Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts 

Cost estimates may be used in the following situations under fixed price type 
contracts: 

(a) Negotiation of fixed prices. (See paragraph 103) 

(b) Under fixed price contracts with re determination provisions: 

(1) Negotiation of tentative initial prices, 

(2) Negotiation of firm revised prices on a forward-basis during contract 
performance, and 
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li02 Use of Cost Estimates in Contract Pricing - Fixed Price Type Contracts (Continued) 


(b) 

(3) In combination with historical costs incurred in the base period in arriv- 
ing at firm revised prices during contract performance for both retroactive 
and prospective application. 

(c) Under incentive type contracts: 

(1) Establishment of billing prices for use until target prices are negotiated, 
and 

(2) Negotiation of target costs and target prices, sometimes in combination 
with historical costs. 


(d) Under time and materials contracts: 

(1) Negotiation of hourly labor rates for labor, overhead expenses, and profit. 

(e) Under all the above types of contracts for negotiation of: 

(1) Contract price ceilings, and 

^ (2) Contract changes affecting the contract consideration. 

I 4 O 3 Use of Costs in Pricing Negotiations 

When costs are used as a factor in the negotiation of prices under fixed price type 
contracts, the following listed items shall not ordinarily be considered since they 
constitute a distribution of profits, are considered to be contrary to public policy, 
or may not be properly allocable to Government contracts. 

(a) Commissions or contingent fees (under whatever name) in connection with obtain- 
ing or negotiating for a Government contract, excepting commissions necessary 
to main tain representatives in the field to expedite and service Government 
contracts, or bona fide employees or bona fide established commercial or sell- 
ing agencies maintained by the contractor for the purpose of securing business. 

(b) Fines and penalties, resulting from violations of, or failure of contractor to 
comply with Federal, State, and local laws and regulations, except when in- 
curred as a result of compliance with specific provisions of the contract, or 
instructions in writing of the contracting official, 

(c) Bad debts and reserves for such bad debts of a purely commercial nature, 

(d) Federal taxes on income and excess profits, 
k (e) Dividend payments , 

(f ) Bond discounts 

(g) Losses and gains from sales or exchanges of capital assets including invest- 
ments, and 
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(h) Premiums for insurance on the lives of directors, officers, proprietors or 

other persons, where the contractor is the beneficiary directly or indirectly. 
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500 Scope of Part 

This Part deals with the application of the basic cost principles and standards set 
forth in Parts 1 to 1», inclusive, to specific accounting methods and individual 
items of cost. 

501 Purpose 

The cost interpretations contained in this Part are intended to provide detailed 
information and uniform guidance to Government and qontractor personnel responsible 
for the exercise of judgment in the evaluation of the contractor's accounting system, 
cost estimates and prices or determination of costs, as the case may be, in the light 
of the applicable cost principles and standards set forth in Parts 1 to Ij inclusive. 
They are also intended to assist in the promotion of fairness in price negotiations and 
price determinations. 

These interpretations are not intended to provide factual methods of measurement 
for either the precise or formula determination of costs applicable to a contract, 
nor are they intended to preclude consideration by Government representatives and 
contractors of the specific facts or circumstances in a particular contract or 
negotiation. 

In no case shall these cost interpretations be so applied as to result in a devia- 
tion from the basic principles and standards set forth in Part 2 of this Statement. 

502 Direct Costs 

Under the provisions of Paragraph 206, direct costs would include the following: 

(a) Material - The cost of direct material is the cost of all items purchased, sup- 
plied, manufactured or fabricated, for the performance of the contract and may 
include collateral items of expense such as inbound transportation, intransit 
insurance, etc. In computing material cost, consideration shall be given to 
reasonable losses normally encountered including overruns, spoilage, and defec- 
tive work. Withdrawals from a contractor's stock shall be charged in accord- 
ance with the cost system used by the contractor, provided such system is in 
accordance with generally accepted accounting principles and practices and is 
consistently followed. Reasonable charges or credits arising from differences 
disclosed by periodic physical inventories or by obsolescence shall be taken 
into consideration in arriving at the cost of performance of the contract, 
whether treated as a direct or indirect cost. The cost of materials shall be 
suitably adjusted for applicable portions of such allowances as trade dis- 
counts, refunds, and rebates} and credits taken by the contractor, such as 
(1) credit for any materials returned to stock or to vendors, and (2) credit 
for the value of scrap and salvage. Such allowances and credits may be ap- 
plied directly to the charges for material involved or may be allocated as 
credits to indirect costs. 

V Where a contractor has an established method for pricing sales or transfers 

of materials, services and supplies between plants, divisions, or organiza- 
tions, under a common control, or the item is regularly manufactured and 
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502 Direct Costs (Continued) 

(a) Material (Continued) 

sold commercially in the regular course of its business, the item may be stated 
at a price which does not exceed the lower of (i) the transferor's price cus- 
tomarily charged to its most favored customer for the same item or service in 
like quantity or (ii) the price charged by other suppliers for items or serv- 
ices of like quantity and quality. Ail other sales or transfers between such 
pl ant s, divisions or organizations shall be stated on the basis of total cost 
to the transferor. 

(b) Labor - The cost of direct labor includes salaries aid wages properly charg- 
able directly to the performance of the contract. It may also include other 
associated costs such as payroll taxes, workmen's compensation insurance, and 
other fringe benefits such as bonuses, shift differentials and premium payments 
where it is the established practice of the contractor to treat these items as 
a part of direct labor costs. Generally, the salaries and wages shall be 
charged at the actual rates paid by the contractor. If it is the contractor's 
established accounting practice to make such charges on the basis of average 
or standard rates, this practice will be acceptable unless it is demonstrated 
that it will produce unreasonable results. 

(c) Other Direct Costs - In some instances, items ordinarily charged as indirect 
costs may be treated as direct costs, either because of contract provisions 
or because of the normal operations of the contractor's accounting system, 
provided the cost of such items applicable to other work of the contractor 
shall be eliminated from indirect- costs allocated to the contract. Examples 
are traveling and relocating expenses, engineering and design expenses, out- 
ward freight and transportation, manufacturing royalties and license fees, 
special costs of rearranging plant facilities and preparation costs. 

The same types and classes of costs shall be treated as direct charges or as 
overhead uniformly throughout the entire performance of the contract. Excep- 
tions may be made in cases ih which changes in operational conditions require 
or justify changed treatment of certain costs,, or improved and refined methods 
of cost determination have been adopted which make possible the treatment of 
certain types of cost as direct charges Which were formerly included in 
overhead. 

503 Indirect Costs 

Indirect costs are defined in Part 2 of this Statement. (See paragraphs 206 and 
207). Typical application of the principles outlined therein are contained in the 
following: 

(a) Indirect Manufacturing and Production Expenses - Indirect manufacturing and 
production expenses consist of items of cost which are incurred in the pro- 
ductive process and are not readily subject to treatment as direct costs. 

(b) Indirect Engineering Expenses - Indirect engineering expenses include such 
items of cost as engineering salaries and wages, including supervision, and 
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503 Indirect Costs (Continued) 

(b) Indirect Engineering Expenses (Continued) 

administration, drafting supplies, and other similar items relating to the 
engineering function which are not readily subject to treatment as direct costs. 
Engineering activities from which indirect engineering expenses may arise may 
include such items as product design, tool design, experimental development, 
manufacturing and production development, layout of production line; determi- 
nation of machine methods, and related blue printing and drafting. To the ex- 
tent that engineering costs can be readily identified with a particular activ- 
ity, such as production, facilities, and research and development, they may 
be charged to that activity. 

( c ) Indirect Selling and Distribution Expenses - The expenses in this group consist 
of items which represent the cost of marketing and distributing the contractor's 
products and may include such items as contract or order administration, nego- 
tiation, liaison between Government representatives and the contractor's per- 
sonnelj advertising * distribution costs* and other like services# They also 
include salesmen's or agents' compensation, fees, commissions, percentages, 
or brokerage fees, which are contingent upon the award of contracts when they 
are paid to bona fide employees or bona fide established selling agencies 
maintained by the contractor for the purpose of securing business. 

(d) Indirect Gen eral and Administrative Expenses - General and administrative ex- 
pensesconsist of items or" cost incurred in the overall management, super- 
vision, and conduct of the business. 

( e ) Other Categories of Indirect Costs - These include such categories as material 
overhead, research and development overhead, etc. 


50 I 4 Methods of Allocation of Indirect Costs 

The method of allocation of indirect costs must be based on the particular circum- 
stances involved. The objective shall be the selection of a method or methods 
which will distribute the indirect costs in a fair and equitable manner. The method 
used shall, in order to be acceptable, conform with generally accepted accounting 
principles and practices , and be applied consistently. 

No definite rules can be stated regarding the allocation of indirect costs because 
the nature of the particular operations and the actual conditions in each instance 
may influence the determination of a suitable method or methods to be employed. 

In the selection of the particular method or methods of allocation, special con- 
sideration shall be given by the contractor to any unusual factors which may re- 
quire special treatment. All pertinent factors shall be reviewed from time to 
. \ time especially if and when there is a change in the method of operation or in 
B the nature or volume of production, to determine whether the existing system of 

W allocating indirect costs should be continued. As stated in paragraph 205 of this 

Statement, if the Government has approved or accepted the contractor's accounting 
system, the results of consistent application of that system shall be accepted 
unless changes in circumstances warrant reconsideration. 
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Soli Methods of Allocation of Indirect Costs (Continued) 

The basis selected for pro-rating overhead in a particular department, burden center 
or plant shall be used for all contracts (including fixed price and other work), per-* 
formed within such department, burden center, or plant. The basis selected shall 
not be modified or changed after it has been accepted. for previous fiscal perios 
unless it is found to be inadequate because of major changes in operating conditions 
or unless improved methods of cost determination have been developed. 

( a ) Allocation of Indirect Manufacturin g and Production Expenses - Among the accept- 
able bases, in appropriate circumstancesTTorTIIocaHniTjndirect manufacturing 

expenses are direct labor costs, direct labor hours, machine hours, units pro- 
cessed, and direct material costs, any one or a combination of which may be 
to an entire plant or to its departments or other subdivisions for a 
representative period.,. In more complex manufacturing plants, it may be appro- 
priate to departmentalize the plant for purposes of accounting for manufactur- 
ing, expenses when any given type of production is concentrated in departments 
having. a much higher or lower expense rate than the average. Expense depart- 
mentalization may also be desirable in larger and more complex plants for pur- 
poses of expense budgeting and control by the responsible foremen, regardless 
of the need for a more refined method of expense allocation to contracts or 
products.. When manufacturing expenses are departmentalized, it may be per- 
missable to charge expenses of service departments (such as industrial rela- 
tions, legal, accounting, building maintenance, etc. ) to the productive 
departments on appropriate bases before allocating the respective productive 
department expenses to products (or parts thereof) or to contracts or job 
orders for products. Appropriate bases include floor space, number of em- 
ployees, dollar value of output-, number of direct labor employees, etc. de- 
pending upon the item being allocated. 



(b) l^ locationof Indirect Engin e ering Expenses - Among the acceptable bases in 
appropriate circumstances, for allocating indirect engineering expenses to the 
benefited activities, i.e. contract and other work of the contraSo^ are di- 
rect engineering, man-hours expended, direct engineering labor dollars or some 
other equitable basis. In appropriate cases, it may be desirable to deoar t- 
SfS™? engineering activities (such as production, facilities, and research 
vel °P me nt) and segregate the engineering expenses accordingly. - Any re- 
maining amount which cannot be charged directly to these denartmen+o 
be allocated to the benefited activities as indicated fbovef^ 0UW 


(c) 



Allocation of Selling and Distribution Expenses - Selling an ri 
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Alloca tion of Indirect Gen eral and Administrative F*npn<5o«» a 

able bases, depending upon the circumstances o?"a11o — p— ~ mon g the accept- 
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other factory production costs exclusive S direct ^Mtertair^tor'^’t" 11 
costs (processing costs plus direct material! rne+ _ * fa ctory put-m 

Of sales, sales, or any ?ther ba'st 
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W *> ln tlw Q °™rnment, have traditionally indicated that Interest 
costs ere unallowable, except that they have been allowed in the past 
in termination settlements. We have had this policy on the theory that 
a contractor's profit is for the u tilisation of his assets and ta lents 
towar _d our production . If the contractor chooses to supply l^T^ose 
assets out of his own ownership and capital, then it seems to me appropriate 
that the contractor retains all of the profit to himself. If, on the 
other hand, the contractor chooses to Share the supply of assets by only 
having a partial investment, with others contributiS&to the investment in 
the form of a loan of capital, then it seems only fair to me that such a , 
contractor should recognise that the price he has received for the use of 
the assets must be shared by him with his other partners in the performance, 
namely, the people who have loaned him the money. 
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CONGRESS OF THE UNITED STAT ES 
HOUSE OF REPRESENTATIVES 
Subcommittee on Manpower Utilization 
of the 

Committee on Post Office and Civil Service 


January 20, i960 


Honorable Thomas S. Gates, Jr. 
Secretary of Defense 
U. S. Department of Defense - 
Washington 25, D. C. 


Dear Mr. Secretary: 


In December 1956, as Chairman of the Manpower Utilization 
Subcommittee, I wrote to your predecessor, the Honorable Char les E. 
Wilson, concerning the need for immediate action to curb the exces- 
sive use of tax money for advertising and other costs incidental 
to the recruiting of engineers and scientists by Defense contractors. 
For your information I have attached a copy of that letter. 

_ . At that time I requested a report on the actions the Defense 

Department was taking in this area. Included in the information 
that your Department submitted to the Subcommittee is an analysis 
by the Military Services of recruiting costs of a sample of Defense 
contractors. The data from the Department of Navy was printed 
which showed some rather excessive recruiting cost's. A copy of this 
report is enclosed. /Personnel Procurement Costs of Selected Navy 
Department Contractors for Recruitment of Engineering and Te chni cal 
Personnel, Committee on Post Office and Civil Service, House of Repre- 
sentatives, Eighty-Fifth Congress, First Session/ P 

, . p Af/i^ant Secretary for Supply and Logistics, the Honor- 
able Perkins McGuire, has also provided the Subcommittee with a 
Department of Defense Instruction No. 4105.49, dated April 8 1958 

Procurement Relation No. 50, dated November 2,' 
both of which relate to some degree to recruiting costs. 

In both of the above documents the Subcommittee has noted the 
absence of quantitative standards to govern the allowability of re- 
cruiting costs by Defense contractors. Instead, we have noted the 
use of the term, reasonableness" in allowing or disallowing such 
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Hon. Thomas S. Gates, Jr. 
January 20, i 960 
Page 2 


The Subcommittee feels it both necessary and timely to have 
a more recent report on the effectiveness of your policies and the 
administration of the criteria in adjudging recruitment expenditures 
by Defense contractors. It is therefore requested by the Manpower 
Utilization Subcommittee that the Department of Defense provide the 
Subcommittee with a report on recruiting costs of scientists and 
engineers for the fiscal year 1959 of a sample of Defense contractors. 
The report should be in accord with the attached set of instructions 
and format and submitted in duplicate on or before May 31, i 960 . 

With best wishes, I am 


Sincerely yours, 

(SIGHED) 

James C. Davis, Chairman 


Enclosures 


copy 


December 14, 1956 


cop/ 


Honorable Charles E. Wilson 
The Secretary of Defense 
Washington 25, D. C. 

% dear 14*. Secretary: 
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Sincerely yours. 


James C. Davis, Chairman 
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January i960 


MANPOWER UTILIZATION SUBCOMMITTEE 
OF 

HOUSE POST OFFICE AMD CIVIL SERVICE COMMITTEE 

Instruction for Pre paring Be nny* 
on “ 

Per sonnel Procurement Costs 5 ? Selecte d Defense Contactors 

" a ^ £ ^ 5eCr ^ ° f ^ - requested to submit to the Manpower 
Utilisation Subcommittee of the House Post Office and Civil Service Com 

-tee a one-time report shoving the personnel recruiting costs of a 

sample of Defense contractors. The report should he in three parts - 

Pri^e contractors under to* prlme contractors ^ ^ ^ ^ 

contractors under Air Force ,0™. . - . 

rorce. The same contractor should not be listed 

by more than one military service. 

„ Personnel Covered in the report relate to professionally qualified 

enEineers and scientists. . report is restricted to e^ees occupy 

positions that require engineering or scientific degrees or the 
. . _ agrees or the experience 

which is the equivalent of a degree. 


III. 


Fgrsonnel R ecruiting Cos-h B include: - 

(a) Help-wanted advertising. 

(C) Se e°^ :f:^'r^t“ S — ««. and 

(d) Travel expenses of new applicants. 

(e) Moving expenses of new employees. 

(f) Other recruiting costs - Includes such items as: 

i* p ees paid employment agencies. 
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IV. 


V. 

VI. 


VII. 


The Sample of Defense Contractors should meet the following criteria: 

(a) For each Service a minimum of 25 different companies. 

(b) The contractor's volume of Government business represents 

at least 20 per cent of the total company sales for the. year. 

(c) The sample from each Service should include a minimum of 

10 companies whose volume of sales to the Federal Government 
represent 51 per cent or greater of total yearly sales. 

(d) Where possible the sample should reflect contractors in 
research, development, production of hardware, and in 
different geographic areas. 

The Format of the report shall be as attached. 

The Report is to be in duplicate . 

The Due Date of the report is on or before May 31 , i960. 
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All together, these three types of contracts alone account for 6ljj 
of our total program - a rather sizeable sum - fourteen billion dollars. 
Cost principles will be used rather extensively on these contracts. 

As you know, the cost principles are Intended to be used as a guide 
in connection with flmed-prlce type contracts whenever costs are a factor 
in pricing. Erom time to time, we need to consider costs in connection 
with firm fixed-price contracts. These accounted for 39* of our program ~ 
amounting to nine billion dollars. *ty guestlmate is that about 10* 
of this total win feel the effect of cost principles. All together, then, 
these new regulations will affect two thirds of our total procurement program 
or a total of about 15 billion dollars. Their application to 

> terDl “ tea COntraCt ’ of «»•.. add to the total effect. We have 

about 5,000 prime contract termination, a year having a face value 

as to the terminated portion of about 2 billion dollars, although actual 
termination claims paid run about 10* of this figure. In addition, 
there are many thousands of subcontracts under these 5,000 primes that 
will be directly affected by the new cost principles. 

We have many cases that go to the Armed Services Board of Contract Appeals 
which involve the factor of costs. The Board will have use for these new 
principles, particularly In the area of fixed-price type contracts, 
for the past several years, the Board has had no guidelines whatsoever 
in this area and, hence. It created its own rules and precedents. 

I believe that many of these precedents will be upset in the future. 
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We are adieus to get on with the tank of putting the new rules 

to the acid test. You will recall +>, D + « . ' 

will recall that Pension 50 of the toned Senlces 

Procurement Begulatlon (ASER) was published on 2 Remember 1 959 
aud that the mandatory effective date for the cost prlhclplee was set as 
1 1 * 0 , although It was stipulated that they could be used permissive* 

^publication. Many contracts have already been signed Incorporating 

that P lnCiPle3 ' 0ddly en ° USh ' the ftr,t actual <* tie new principles 
conJTi PerSODal ““ 1W 4 «*“*» development 

that ^ ^ “• ~ actually stipulated 

rSlBb ~ ^ " *“ -th Section XV, ^2 of ASH, 

that ^ T" PttbliCaWOn ° f ~ * — a PParent 

pl T ^ ^ - — - - more orderly 

application of the urineini see, n ^ ^ 

principles. We studied ways to avoid the situation 

in which a particular contractor v 

ie WP®ratlng under two different sets 

cost principles at the same time. We explored the feasibility of 

*“““ * SeMral t0 «» effect that, on the whole. 

It ®4e no substantial difference If the new principles were substituted 

tit the°elr C1PleS ““-lament contracts. ^ contended 

Mt the ^ra administrative cost to the Covenant and to our contractors 

operating under two different seta of cost vrinnim 

coat Principles would offset 

7 “ C ° St ^ — - attributable to the nev prlllclples 

wanted to Obviate the need for a contract-by-contract analysis In Ivor L a 
p to cut over each contractor across-the-board with respect to existing 
contract, and new contracts, at seme convenient point in time, 
h as the beginning of the contractor's fiscal year. 
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You lawyers can appreciate the problems we had to overcome. 

If we could prove that the Government was getting an even break; 

we could proceed. But how could we prove this without a contract-by-contract 

analysis? And how do we measure the impact of the new principles 

down the subcontract chain? The situation in which a particular concern 

is acting as a prime contractor and also as a subcontractor to another 

prime contractor — who probably has a different fiscal year — 

presented an almost insurmountable problem. We concluded that 

the conversion of contractors to a single set of cost principles would, 

for the most part, be impracticable. 

We have Just issued new guidelines to our people in this area. 

Much to the relief of our lawyers, we . concluded that existing cost-reimbursement 
type contracts should, in most instances, be costed out in accordance with the - 
cost principles incorporated therein. We felt that, although it is probable 
that the differences in result between the old and new cost principles 
would not be substantial in most cases, an accurate appraisal of the 
differences in each case would, in most instances, require an unwarranted amount 
of time and effort on the part of both the Government and the contractor. 

We don' t actually forbid the amendment of existing cost-reimbursement type 
contracts* The door is open Just a crack to take care of clear cut situations 
not involving great administrative problems, where the amendment would not be 
to the disadvantage of the Government. Obviously, no such amendment 
could be made without the contractor's agreement. 
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^ — — » troubleel to ~ - — 

MW#eS ' costs, unusual travel ^ “ CC ~ l0D *» *—nal 

7 1MeS ' - — - f^ dcprccil °° 8tS ' ^ - — * - 

■“ -a— i— — , " “ ' a a a. 

aress I have mentioned. «ore critical than the other , 

Although the theory of a*™ 

that w nay have nan ^° S ' a ** retaa to** is sound it i 

7 save many problems in ** it: is apparent 

- ~ny contractors are ^ ^ effect. 

I 4 " ^ coct'felnbursement t w contracts 7“ * ne<S ° tlated flaS1 —head 

” teS - ^er the cation f ^ ^ ^ 7 ' 

is an over-all negotia<-r 0f a contractor's fi a( , 

“^ negotiation based on act«*i Cal ***• 

centrally for all +>,„ 1161 costs Incurred ftn ^ 

u three nllitary departnents „ * d °“ 

as possibly appropriate for *»* - the areas that „ 

With the exceptio “Merstandlngs are relnbur 

exception of Independent research and d thro ^ overhead. 

to set up, fo r the i»edia te future, at uZ ^ ~ ^ 

centralized negotiation of advance underst^ng^ 1 


or the 


to s«e Instances, advance understandings can be worked out 
"" ^ tondles ^ negotiation of final ™ «- 

»* necessarily be handled * each purchasiTaT ^ ^ ^ 
standings cannot be reached vita respect * « ” ^ ~ 

° f °° Uree ' '^cations for acme contract ““ WU ' 

administrative problems for the Go^nt sine ^ ^ ° ertaln 

warhead rate nay reguire several adjustments to^into^ 

understanding provisions of individual contractT ^ ^ 
toese problems do n* appear to be insurmountabT h 
of advance understandings is encouraged vhere 1,11116 ** 

Vh6re — - foreseen and the costsTT^' ’ " 

" «U tove to put ,* vith the consuls inT ” ! ^ 

effort. t rms of adalnlstratlve 

understanding on any element of cost vilil“ ^ ^ ^ ^ 

either allowable or unallowable, it, ' ‘° " to that *tonent 

contractual relations, to agree in d °'’ Vl ° U6:ljr better > “owever, for smooth 

— ■-* - toasoi:::-;:--— ° f ~ - 
to order to avoid possible subse^nt disallowances^ *° 

“reasonableness or on non-allocability. ' ^ 0 ” 

1 Vould Hke to txirn nov to » 

«* - tovolved m imp lel^g "" ^ — - the problems ^ 

-uupxementing our research an* , 

1118 ^ ^ most dlffioult of an of th Prl ° ClPle - 

^ » - odiously an area in ^ ^ 

uutorstandings is particularly pertinent and use! ^ ^ ^ • 


- 7 - 


1 



on r ~ ^ ^ that 
search program (covering w, . , that a ^tractor', 

“ ^ «■ contracts, without " "W «U be 

* 18 *-«"*• Additional*, a “> '«■ ^ or contract 

also be allowable contractor's independent develop * 

ble to extent that «, v expense 

Product line. ror ^ ^ ^ — — - i. related „ ^ 

for the terms . 8 con tracts. y e >>«■,, 

«™ basic and "appUed” research Provided derinitio, 

vllx not elaborate °h ee well as for 

*»*te on at this time, tw a- ^Iqpment" which r 

c ar Policy with respect t se nce, then, we have adotrfc * 

respect to a contractor's m* **** a »«*r 

:r°- - — that we had to w^ 

^ * POte “^ ^ too costly to the 21 ™ *• «- POUC, 

~ - ^strained ^ ^ ^ 

“ 1 ~ - aaJor contractors — V on the part 

- - department or^^ — -se business is- 

* reCOgal2 « 1 that same tjpe 0 f c ne ^ ‘he basic poUay 

We eoaeidered many rt-r-r* ° ro ^ VRa esseatiaX in this 

naajr difterent approaches, ,oeh *“* 

^ ««* this coacept we ‘ «« Vantage 

* « 80 ®a or our coaJct ^ ^ — «• restrain 

^ - -ractor ^ V ^ - a -tching 

e ^ lai ’ ° 0IItrlbUtl0n *»■ tbe Itepartaeat or Her fUM °' ^ ***** * '** 

— 8 a°®e problems it ^ tease. Although thi. 

taegui table ror ^ **"*« napy oth “ ^ 

tor a considerable number or ^ ■“ “«bt weu be 

tbe only solution. Ve rinali ^ oont ractor3 If it was are 

that we must as ^ the type of ^ “ 

necessarily exercise la this « reatraiat or control 

^K° Sa -the-bo*m? „ Ms area could not ^ 

W “™ ae “ nt applicable alih. to all ^ ^ ^ 

a -u. contractors. 
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Rather, our approach needed to he »ch none selective. That is, it must he 
oriented towards the aitnation found in particular companies, and possibly in 
particular induatriea. That ia the reaaon, then, why we provided for advance 
understandings in thia area on a contractor-hy-contractor haaia, and left the nethod 
of control *uite flexible. tt e coat principle, for example, containa the.e vorda 
lu recognition that cost sharing of the contractor', independent research and 
development program may provide motivation for more efficient ace«plie ta ent 
of such program, it ia deairahle in some case, that the Government hear leas 
than an allocable share of the total cost of the program. 

Under these circumstances, the 

ances, the following are among the approaches which may he used 
as the basis for agreement: 

(1) review of the contractor's proposed independent research and ^ 

development program and agreement to accept the allocable coat, ' 
of specific projects; 

(u) agreement on a maximum dollar limitation of costa, an allocable 

portion of which will he accepted by the Government, 

(111) an agreement to accept the allocable share of a percentage of the 

contractor's planned research and development program.” 

At the time we adopted our research coat principle, including the control 

feature I have Just en»erat«d, we agreed that thia particular coat item wa, 

potentially ao large and so critical that it could not be left to an individual 

negotiation with each of several hundred contracting officers throughout the 

Apartment of Defense. Bather, we felt that some mechanism wa. necessary 

vithin the Department whereby our major contractors could, on a periodic basis, ^ 

presumably an annual basis, present to a central group, plans for independent 
research and development:, ‘ ’ 
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Of the contractor's arc 

"T* ^ « defense ^ ^ ^ - 

*“ Portion of the total ^ *° “** «* 

— ^ Cs^r*^ 

We are nov i n tha Mve Previously in8-r 

■the process of eat*™* . ^ indicated. 

Program. Ve are leveling a PIaa ^ *“ * carry ont th 

aMleDei t0 91tter tte ^ or the o Z ^ C ° ntTaCt0ra «U he 
— advance nnderstandings in ^ ** - P“rpoae or 

•T*- ^ — -n JilT " ^ ~ - - -t sj 

— • at. negotiating gro^, aonld he " * tatt «W— rate 

;r tIata — — . andZ:— * “ , or 

««“ and his finding forecast, an *' *“ « « contractor's 

2 “ tm= —“ *> *. —e that a7 ^ hhe 

^dependent research nr„ Wgation has been 

n programs anfl i n , 3 ~_^ oeea made as bett» 

°«* ^Perlence ******* development nro 

e indicates that contra ^ograms. 

aegregate these tan “tractors often use differed 

aase tvo expense areas. 0 bw , “Parent criteria to 

to classify his vorlr hviously, it la to a coat 

— - - jt "^ r™ ~~ - dr; •*— 

, H ?.‘ 

agreS t0 ^^se our anocahj 6380 ^ ^ ** Clrcuins tances, ve ^ 

— « «c_:rr * tte totai — - - wu 

* — - -s c rr ^ . 

^ - —— JTZ ^ of tie to - 

?ra,ml «ated to our oontractln 8 faults of these negotiati 

W orer-au deo , 31 Wing officers, «ho vi U ®«lations 

k dacisions. he expected to fo Uov 


It most be ovious to all of you that this program, in Its initial stages, 
regardless of hew good it sounds on paper, will bring some rather major 
adm ini strative problems. We intend to do everything possible to face up to these 
problems in a realistic manner. Obviously, the type of cooperation contractors 
extend in this area will be a major factor in the success of the program. 

I want to mention here that this idea of reviewing a contractor's research 
program and fu nding it in less than the full allocable amount is not a new 
concept. Many of you know that this approach has been used for many years 
in seme areas. The new feature here is that it will be extended on a much 
broader scale and will be done in advance of cost incurrence, rather than after 
the company has Ixxcfurred the expense* 

The words which have been spoken and written on this subject of contract ^ 
cost principles over the past few years are quite voluminous, 'pm* is true 
even with respect to the few facets which I have dealt with today. I hope that 
I have been successful in providing you with some of our current plans and 
ideas which we hope will make the change-over to the new cost principles as 
painless as possible. 
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RAYTHEON COMPANY 

WALTHAM 54. M ASSACHUSETTS . 


TWinbrook 9-8400 


AA'FiEN’J :0205:3669 


January 22, i 960 


Commander John M. Malloy 

Staff Director ASPR Division 
Office of the Secretary of Defense 

Pentagon, Washington 25 , D. C. 

Dear Commander Malloy: 

tte use °£ Z nlwlyr'evisld 1 Lotto" XV o/fte T* T ' emalniB * »* p °re 
Regulation, revision No. 50 become ? Armed Services Procurement 

opinion that Raytheon should now beein^ K^ 7 ' on 1 Jul 7 I960, it is our 

^ the Govermnent on certain categories 5 of c^T ° f advance agreements 
the provisions of ASPR 15 - 107 . °f costs, m conformance with 

head rates in lie^ S ot^tdlZrmLar g0t ^ ted ° h ** annUal basis final over 
in of ASPR and the lor in Part 7, £ c W ' 

under\T * Pr ° vision to this effect The ^ ** V ^ riou * '^tiry 

under the cognizance of the Corvrrf; * t These negotiations have been 

Navai Materiai. This method we believe ^ 50 ^ 011 Branch ' ° fflce of 

both the Government and Raytheon We f Pr ° Ven to be beneficial to 

hue one'or ^ t^~ that. with 

appropriate in advance agreemlSs are it / Ch m ° st ^P lcall y are 
direct costs. If, on the ® ne h “f "* are in the area o£ in- 
extremely large number of contracts!!! , ‘“dividual negotiations of an 
cent ( 100 %) uniformity of advance ' "f . 7 result in one h '“‘dred per 

that the Department of Defense and theT^t ' W ° Uld appear ver V oblious 

i?n S e? mial SaV ‘ ng ° f bpth and expense if a? W ° Uld haVe «W«™d a 
d m one single ^departmental negotiation! 
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the individual negotiations of the various contracts result in a lack of uni- 
formity in the advance agreements which are reached, the result would ' 
be that this lack of uniformity would make it necessary for the Department 
of Defense and the contractor to negotiate numerous sets of overhead rates 
in order to match the various different advance agreements reached for 
the individual contracts held by the three military departments. There can 
be no escape from this conclusion as concerns those contracts in which ad- 
vance agreements differing among themselves, are in fact incorporated as 
part of the contract provisions. In this connection, it is noted that 
ASPR 15-107 states that such agreements should be incorporated in cost- 
reimbursement type contracts. 

In view of the above, we earnestly urge that most serious considera- 
tion be given to the conclusion which we reached, namely, that the three 
military departments should establish procedures for tri- departmental 
negotiation of advance agreements, unless the Department of Defense 
prefers to amend Part 7 of Section III of ASPR so as to provide expressly 
and unmistakably that contracts which provide for annual final overhead 
rates negotiation can validly be interpreted as being legally receptive to 
the application of the negotiated overhead rates irrespective of individual 
indirect cost provisions of individual contracts. In our opinion such a 
provision is already present in our existing contracts, but during the past 
year we have not been able to obtain full recognition of this fact by the 
military departments, and it therefore appears that express clarification 
to the above effect would be necessary. 

It is our hope that this letter will serve to explain why Raytheon 
would appreciate being advised at the earliest possible time as to the pro- 
cedures which are to be followed in undertaking negotiation of advance 
agreements in preparation for use of the new Section XV of ASPR. 

Sincerely yours, 

RAYTHEON COMPANY 



A. A. Farrar, Director 
Government Contracts 

cc: Harry B. Christenat 

Office of Naval Material 
Department of the Navy 
Washington 25, D. C. 



cs 


11 March I960 

Dear Mr. 7arrart 

*J to tho^rSu^rwM^h advice 

o. — agreement. * preparation 

^ ^O^Vo^Sth i^^^ir^o^lo^! 1 ?,, 11015 * that 1 '*• abla 

with regard to advance un^standiW^S?!L? J° f®* «»«t planning 
research and developaent costSS^nle 1 ^^!^^! 7 ia 00lu »«tloa with the 
plane are well underway, and anvlSoa th* f! 0 ^ th V«*aa*ch principle, our 
to a particular Military BepsrSwrt fo^^iST®* °* indiTldUi »l companies ' 
«aae Banner as companies have heretefo^Si 1 * 1 ?? 11 P®? 08 ** la amch the ^5 
of final overhead rates, y» are is the m - aaad * B ^ ^ or the negotiation ^T" 
committee to be made up of repreaeStetlverS’t^t^^f^ * scientific ° 
which would provide the technical review and aSfi,*?!” ^ttlltary Departments 
necessary in most InstanceelT^^f ?!-^l! 7 * luatloa will be 

standings. “«**>•• la connection with establishing advance under- 

procedJre 0 ^ ****** at least, a formal 
Tea are veU aware, tSirSa aTT 

« t aadlngs present differing problems hr JL^ P v° Prlat f for advance under* 
ceite that there Is any «** ^SlutlJL to^L 7 !! 7 Jt****' «• *> not per- 

time# we do not feel that 7t£m£ 1^^!l Prob1 !?** At th * Pwaeit 
advance understandings would present anr negotiation structure for 

tlon as large aT^Depar^^^lSaf^^ advantage. In an organize- 
Mny internal problems ofan admini str at !!2 h * prograa create 

bo waver, watching this phase rj^^ atl "» «d “anagsaent nature. V* are 

v will be ^SsHo ft? w^w a ^p C :1 a 2 laClpl !l^ S' 

^rstea work. In this conaea^on Ljf ! P SW3a appropriate to make the 
I made on thi* subject In Philadelphia recently.* 0 gl<moa ov * r rsnerks 

ntn^tth ^ “g»tt«W «aa owrhwd 

atandlng that the personnel 11 la Norther undar- 

MsMe- 





Hr* A* A* f array 

Director, Gowxssant Contracts 

Raytheon Ceapaay 

Valtha* 54, Msaaacbawatta 



I hop* that this i^naatloa will bs halpfal t® yoa* 

Sincerely yoora. 


J« M* HALLO! 

Cdr, 3G, IBS 

Staff Director, ASPa tthriaioa 
Office of Proouresast Policy 


ocHarry B* C^rlstcaat 
Offica of Sa^al Material 
Department of the Haiy 
Wellington 25, D*C* 
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i-> : .?. . . I have looked over- the attached memorandum which recommends a change in 
g^l^if^theti Contract Cost Principles with respect to the, allowability; of cert ain; fringe 


FVi*j 


benefit s* particularly those offered in connection with the recruitment of 
.personnels, To the best ofi my knowledge^the type o^^costr here ii^c^stlbnhas'v;; ' 
not;; been shown to be - in. any; way significant in amounts 4; I an opposed to making ; ' 
° ‘these minor elements o£ cost: unallowable just because- it may; be difficult', to >> ’ 




determine; reasonableness in. a- given case*; Fbr. my own. part * see' nothing wronger 


^yvv^:^th;fi*inge benefits*. such as. a memberships in. a country club^ provided, the;.: 

’- Z'QXT 



lt^ : Ik difficult- to understand howt^the Subcommitt^sbribUsIyir^stipni^^E^ : :* 
4 - ^'-^tt.;pra<rtlce^ As;: a minimum^: we i shota<i aw^ti thk subcommittee reporfeltn. seW^#^^-C- 
k this’point. ik even mentioned^ V Piarfcherk th statkaehfethairvk 


•% the-’ recordiis pretty indefinite\«ind'requirea«noA change ' per-,-; skinthk cost^W^^^^S-^ 

.a, “ «* s . ■••' ■ L -v _ »• .... ■■ ■ -. • •* .tJ* ‘-""/V ^ “ *, 


princi|dek^;I^w« set; a .precedent with this" type of knit^icl^ ^•'donlt' know^d'^ ;; ^v>- 


^ oiwfetdbik,:. the^Seoretariee agreed thatfindividuali'cbst^em^ 

]vf^;b#’Mdk : unallowable xinless there wak some -conmellinr reasonrfbfe thin actiohk£?k*i^ 

4>VaJ^wiVWT4 'j*' AAT4 A vs £_ j ' ' V '’v.:-.y — , « •. • •; •• .->• 


instanca^ ^a^fVo» tbe ; aboTO ^weTOr^ i: hopr we caa: nov>hoI4> 

TW -I consideration would, be a flagrant violationo^ an excellent con—' 


" foj r thkbenef it- of it s employee s").^ Also*;; it would 

^i^Mi;t a l < ^ktbaiko4rtaitt^facilltle8ShowirestrlcteAto-'executlvaa^heH^da>«v»>4iflhTeto^ : 


expensei is sa minor thak it would probably only.be dealt with; by ;, 

^^Sik^tore onAthn spot..: In the;event;thia tyi>e.of/fringe benef it became a cost problemi • 
.^ndtthe question* of reasonablenese became; diff icultito determihe> :T would think that- - 
somn coverage; in an audit mprmni might b»>in, order*£ 

'MM ‘‘f*; Ii^vdfif : . srfeillL Ha a-f r« +.V»4 a 


U - f -; 


I'^rX ; & X K -~1Z-' A' 


con8i4aratioiif please return to me» 


de sire this itemr to- be proce ssed ; to the- ASK CCTimittee -f or 
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Attadfcment. 

Draft Memo -C v~- 
dated 16. Mar 60 
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, , are ti» cost principle* cce saaata vfaleh 
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OwtloM ftar Cdr. Malloy 
Federal Bur Aseodlatioa Mooting 
. 19 jrtinrauey I 960 




X» Coutr a gtor <wa « parcel of Land# Ho soils t&o laod is * fetildar . 
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contractor leases tho plant froa tba Iraildar*. Is tfca rest paid ty contractor '•* 
rototaagahloj or rill this txnxmaiim tm ocnatftarai * leaas-baek restrict!©® ' 
co ntrac tor to dcprootatiqat ... ;... *•• ;:. t 
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, a concur rent 
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• * -t*- ' V *•** ’<! •*- 
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12 * ■ - • Assems: la a rodstexafaaS 
ost&mctorHi Initial p r o pos al 
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Mat eota^ coarte 


\ dot 


13* If, after doitvery of the «e Ed-ltoss uo4»r ©ST (res — area sad 
dr—lopAsnt) ooatzaot a retroaetlte adj— toast of the orated xmte# nda 
aocotdasga nth the ’Sagatlatcd 9—xfesa d dates* oOcaoe. restate is * 
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1pecrti£m tlo otr or haad rate till to adjusted to actual or ths clause shlch 
wte a mt twi cost Xlnltatloaf %y do not the mm or the asplleable^ “ 


‘.v : ''0. ■;’ -'• , 

















CONTRACT COST PRINCIPLES 


This Committee is well aware of our intensive efforts over the past few 
years to complete the major project of promulgating a comprehensive set of 
contract cost principles. I am pleased to report the completion of this task. 

On 2 November 1959, the Department of Defense issued Revision 50 of the 
Armed Services Procurement Regulation which contained the first major re- 
vision of our cost principles since they were originally issued in 1948. 

The new regulation provides a single comprehensive set of cost principles 
which will give more detailed and precise policy guidance in treating cost ele- 
ments. It applies to all types of contracting or contract settlement situations. 

The revised principles will serve as the contractual basis for the paymer 
of costs under cost:- reimbursement type contracts. In all other contracting or ' 
contract settlement situations, they will serve as a guide in the negotiation of 
prices or settlements, to the extent that the evaluation of costs is necessary for 
the setting of fair and reasonable prices. Provision is made for specific agree- 
ment on the handling of costs m advance of the signing of contracts when particular 
areas present difficult problems of administration. 

A new feature of the regulation is its use in connection with negotiated 
fixed price type contracts. While cost information has always been considered 
when appropriate in the pricing of these contracts, no uniform ground rules 
have been in use throughout the Department of Defense. The new rules will 


the sele f ' ^ # meS ^ ^ G ° Vernment “<* Ind '^Y and win facilitate 

a ection of the proper type of contract for specific situations since t 

be treated similarly for ail types of contracts. Further the 

,i»r r ” • the new rules will as- 
sist Government auditors in • 

preparing advisory audit reports. 

The promulgation of cost principles applicable to aU types of . 
contracts is designed to foster an atmo h “*g°ttated 

The new regulation prescribes that when costs are considered ■ • 

defense contracts, they shall be subjected to th t 

cost is St ° f " reas °nableness. u A 

cost is reasonable if, in i, 8 nature 0 r amn . . 

re or amount, it does not exceed that which 
-e incurred by an ordi n «-i at hlch wou Id 

Numerous' individual elemems ^ 

cost principles Th • ‘raditionally not been allowed in prior 

v tncipies. These include such thin» D 

— rr 

selling costs tw • o. wings, and certain 

S costs. These individual items uwn 

cems continue to be trea+aA 

costs. treated as unallowable 


Other individual cost elements. 


"ages, depreciation, insurance. 


auch as cost of material, salarie 


s and 


maintenance, production 


pendent research and development are allowable, 
administrative controls and limitatio 
to the Government 


engineering, and inde- 


ns are provided to insure that 
are reasonable in amount. 


In this connection, certain 

costs charged 
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These new coat principles are now in use o n a permissive basis. They^ 
be used mandatory after I July 1,60. This iong familiarisation period is neces 
sar y due to the far-reaching nature of this new relation and, insofar as possihie 
to accommodate contractors' fiscal y ear closings. 

I must tell you in all candor that the development of these cost principles 
was a most difficult undertaking. Resolution of the strongly held and divergent 
vtews of the many parties having a legitimate interest in this 
took a great deal of time. 


project necessarily 


We do no, claim that our finished product is perfect in every respect 

However, we do believe that a substantial contribution in the field of contracting 

policy has been made that will materially assist in our efforts to buy the most for 

very tax dollar. These new cost principles will be watched closely in actual 

operation and we will be ready to make any changes which seem appropriate as 
we go along. 


PRICING POLICIES 

Also, during the year, --evaluation of the Department of Defense pricing 

procedures and practices was undertaken with a view to improvement of pricing 
of prime and subcontracts. The results of this re-evaluation were published 
os a revision to the Armed Services Procurement Regulation on 1 October 1959. 

One of the more significant changes is to require that contracting officers 
prime contractors, and subcontractors obtain and utilise the most current, accurate 
and complete cost data which is available. As evidence that this has been done V 
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PASEX DISCUSS ION- -COST FR2BCDU8 " 

. . . . <f ■ 

SE7ZSXB AJTTJAL 'ooVZKKEirr COKTRACTS INSTITUB 
April 26, I960 


To kick this thing off, I tare been uked to cower #ane of the background, . 
pains, end g*n*rel characteristics of whet 'one of my industry friend# 
tinted "the nenster spawned by Sec. XV of ASPR knoim u Contract Co#t Principle# 
end Procedure*.* Inter, mj cohort# will mke sane comparison# with the old 
principle#, discos# a few of the nore inportent indiwiduel co#t treatment#,: 
end corer some of the legal end .other aspect# reined, j. 

There Is probably no other #ection of ASPR which received ea such attention, 
by as t&sy people, over a# long a jertod, with a# nany top level decision#** 

4 mid reversal* thereof— es Section XV. Xn spite of ell this careful attention, 

* V , . 

^ Sere say there is not a single Individual In Oorernaent or industry who 

fully concur* In the entire package- •'Including myself. But this is understandable 

| it view of the nany different, and often conflicting. Interest* affected by 

cost principles. The mi who buys the hardware would llh* to bring about, 

through cost principles, the lowest cost for each piece so that he can buy sore 

pieces. On the other hand, he, or his contracting officer, nay not like any 
* * 

cost principle# because he fears persecution by Monday noming quarterback# for 
1 inving allo wed a cost which the rules say 1# unedlowable. Contractor*, whil# 

agreeing philosophically that cost principle# ar# nesded, can't agr#e on 
f. the fom they should take. They would like then to be a bill of right# for 
j thace elves, without too auch detail, and with no unallcnmblae. Research v - 
I ^ai development specialists** in Oovemaent and out-wuld like the principle# 

^ constructed as to, pronote extensive independent research and developasnt 
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SUPPLY AND LOGISTICS 


25 March I960 


has 

MEMORANDUM FOR THE DIRECTOR FOR PROCUREMENT POLICY ^ LeBoutill ier has 

SUBJECT: Contract Cost Principles — Allowability of Cost of 
Recreational Activities 


Seen 

seen 


Pursuant to our recent conversation, I have looked into the 
question of the allowability of certain fringe benefits, such as 
recreational activitie sounder our cost principles. I understand 
that this type of cost was discussed during recent hearings before 
the House Appropriations Committee. Certain Committee members 
apparently were referring to some recruit advertisements which 
emphasized to prospective employees the availability of company 
paid recreational activities, such as a country club, as an induce- 
ment to Join certain companies. 

| ^ n «w cost principles treat with the subject of cost of 

recreational activities in ASPR 15-205.10 which states that "reason- 
able costs of health and welfare activities, such as ... . recrea- 
tional activities .... in accordance with the contractor's estab- 
lished practice or custom in the industry or area, for the improvement 
of working conditions, employer-employee relationship, employee morale, 
and employee performance, are allowable." Although the new cost 
principles are somewhat more comprehensive in this area, this type 
of cost has been recognized for many years under our old cost principles. 

You have indicated that several members of the Subcommittee raised 
questions concerning this type of expense. I can only presume that 
the Subcommittee members would raise a question about this type of 
expense if it were unreasonable in amount or scope, or not in accordance 

the contractor's established practice. In this situation, we would 
share the Committee's concern. This is the type of decision as to 
reasonableness which the auditors constantly face in their day-to-day 
work of certifying costs under cost reimbursement type contracts. 

For the most part, expenses in this category are quite small and very 
few abuses have ever come to our attention. The usual situation can be 
illustrated by the practice of the United Shoe Machinery Corporation* 
located in Beverly, Mass# The Company has long underwritten a substantial 
portion of the expense of a country club, having golf, tennis, swimming, 
etc# facilities# This club is available to most of the employees of the 


Corporation. Although dues are paid by the employees, the charges are \ 
heavily subsidized by the Company. 

With respect to the mention of the availability of fringe benefits, 
such as a country club membership, in recruit advertising, I can see 
nothing wrong with either this practice or the subsequent payment of 
such a fringe benefit. This presumes, of course, that the overall compen- 
sation of the individual is reasonable, taking into account the country 
club fringe benefit. I would be very opposed to any suggestion that we 
declare, by fiat in the cost principles, that this type of fringe benefit 
be unallowable. In my view, it would be a grave mistake to solve isolated 
problems of "reasonableness" by an across-the-board disallowance. 

This type of narrow approach would endanger our ability to make good 
use of the new cost principles as a comprehensive document: ie, in fixed 
price contracts. 

I have discussed this matter with Mr. Kilgore who has agreed to alert 
the audit organizations to be watchful for abuses in this area. Beyond 
this, I do not feel that any other action is either necessary or appropriate. 


J. H. MALLOY' 

Cdr, SC, TEN 
Staff Director, ASPR Division 
Office of Procurement Policy 
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Telephone: 

LANgham 8812 


UNITED STATES NAVY AREA i, m , m 

1 audit office 
8 hathbohe place 

LONDON, W.I., ENGLAND 


Fram; Officer in Charge n s » 

To: Of fle 77 Area Audit Offi ce 

Officer in Charge n q M London 

e ' °- S - ^chasinTSfice 

S0b *‘ "‘?of Section IV Con ft- , W °“ 

subcontracts in Enro^ io contracts and 

Haf: 


OC 

7590 


March 11 i 9( . 


NPO office memo dtd 24 F eb £q 
20011 (I) Statement of M„+u , 

sms: 

j 

2 A Europe 
e *perienee vlth^th^ Wls * 1 Point out tha+ 

2® very few cost tyS^ontM°? ° f Sootl on xTaspeV 017 V9iy lial t*J 

c^ns^cnV^ ££ J?w“£4uS^f 

contracts"- aato^e^' "Se £££? “* 

Of the Mai-f+4«T f «f® of cost Drin^i. - EurODAAn oLi^v . 


contracts vs aata^eT' ta »We‘ »•' ^ £££" * 

!^-^»£?^ c Ss gwraa 

^th an Aaf^f ptioos Vex *o taken in^ 4 ’ Seot ion XV ASPR w tion 

^bican contractor. ln «• ““dit of this ooSact^’ °° 

3. Ifeder the cost +^. ° iS 

encountered nniw « c °ntracts, vh-f^K 

^. had ®uch iapect Ve Sof e ! h problem a ^eas of a Snor 1 i n E i? OP0, V9 ha ^« 

^"inco^o^S^Ve?^ 

-‘aft.'t aj 

70 no alternative 


eomecti^Twtt 8SteUlShed proeed ®-as- In 

In r sMh°e«ea < ?9 P ^? 558S l, 0 ™' ra P ort is adrisorv't^h/^f 0 ^ report “ 
the eoatacto Srl f ?f a «osptance or n£-£ e e£ta£f ““f 1 ” 8 ° m «- 
as determination? Jf? S ° ction 17 is ™ aa the basis ^ eo9ta ela aed 
contracting offleerf Llkawlsa^ia^ 19 1119 "sponsijfui^of^e'' 8 *’ 

fo/the”^ of”th and “ at9rlal contracta^ r ^^?. 9 £ r dire<:t iabor hourly 
«S use of the contracting offleerf 713017 "Port is prepared 

wsed^ftlfr^ispaT 1 “ 9 * 9n 997 at “"is time is that « 

as\5 sSSr? A“* ~ ata " 

upon explanation and die C0 ) 91 Principles, it has^been^onr* 09 ^ 91117 fascinate 

“ P “ mUSU91 "fiioultlesta” ^ ° f 

&mi£ 


(Signed) W.G. LEABT 
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SECTION 1. GENERA T. 



1.1 


1.2 


1.3 


1.4 


1.5 


Pr ° fU for “se under 

Thereunder” is issued to prowdf ’ “f* ^‘contracts 
subcontractors in the application 5 ^*” 0 ?.. 1° con tractors and 
provisions on U.S. Navv 1 x f profit limitation 

thereunder, and will 2-?*? •■ O0 J t f® 0 *a and subcontracts 
0«loe in theaudit of ^costa Z t ? the V ' S - Sea Audit 
accounting reports thereon f 0 ^ 1 ^? pre P ara tion of advisory 
Bure “ Of Ships, United statS Kaw 0fficer ' 

gsasis; «: ~as^ss&u —• 

Purchase orders and shall furnish co m! U subcontracts and 
when requested. ur »ien copies of such instruments 

agreement of a ^opJ^°B U bc 0 a +^ bC ° ntractor fan ® to obtain 
Provisions as requLed W a ooS^f *° ths *">«* Ucitiuos 

give the° tlfiir th ® Cont raoting Officer^ 8 ^*?*** 6 ?' the oont raotor 
give the reasons therefor. ** wrxtiB g of such failure anc 

^e^h^dtelr^tooS «d°‘ t0 ** *"«««- of this 
manner conforming to «ne«fii “ d recorda in a consistent “ 

o C r S J? ere a diver si?ied lS' ^oM^tr 001111 * 111 ® P^tice. In 

s£ p ware*.-. 

Ssarc s*sr; vg* 

accepted ecoountin* practice and° t£ p^ip^HerlS ££& 

- - - P t its ‘ 

* 1° accordance with general! v * a P^Por determination of 
and^this Statement cannot be^e^herelrof acc ° uatln ff Practicf 
857 book ® or records essentia! *+? °f 8hal l bave failed to 
acc”^ S ”^ c f a B.S. Navy Arel A^diT&^f 

« cSd2s^t" f ^°s s ‘s e “u^aotor oT for 

contraa+° have v been Properly incurre^in tif 16 Wavy Are& Audit 
contract or subcontract.^ d 1x1 the Performance of such 
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STATEMENT JE i-ETIDD OP DETERHU^ING PROFIT 
FOR USE UNDER PROFIT LL'HTATIGN 
SHIPHJIIDING CONTRACTS 

1 - and subcontracts thereunder 

^DETERMINATION OF PROffTT 


totQl^^^d^st C or a pQrfomancQ 0 Q/^ b thQ t ^^j^ 3 Jg li t ^ n f^^ 3 ^^^ i j e 

orloj stoS,^ aa'foltouaf the p ’ t?poS9 

(a) Direct material, 

Jb) Direct labor, 

)•< Other direct charges, 
yay Overhead, 

^ sliall include the cost of nil ifcn>ma . . 

stsxi'tLT’ ’' hi °v ater 

vrtth the manufacturing, fahrleatl^^ocs^S t:I fuJMSi“ Ctl ° n 
converting of such product, ^ processing, furnishing or 

and 2ST 4 &“ * J“». 

supplier associated or affiliated with * ,. *^* 9S Paid to any 
Mill be scrutinized In tSa th ?,f n factor or subcontractor 

fittings, parts, auzSlaSes ^ ™ :, Ml materials. Including 

prides not to escess of^te net^JtTh* 1010 MCOU “t at 

for and dravm from general atorermay be’nrtLd^ materials purchased 
method of pricing stores uithrb.mmT^ 06 P 27 -^ 0 ^ oy any recognised 
accounting practice and cwaiSe^ fol£S^ £ generally, accepted 
t/hcre currency inflation has te« n nf* certain countries 

■ stores on a level with QT e-» - 1..1 , uch magnitude that pricing of 

hardship to S »ntrno?nr 8 ^= PUrcta | ,! *? i8ur93 rould «5attS 
those stores S £££5*55X5 2 ^ to r9 P*» 0 
modified to allow basis of nrUin prices, this provision may be 
lating the ^alS !? CUrreat ^uation or byre* 

However, in°cases v;here tha e fan+^ la + i0a inde:c *° fc be original post, 
materials which are surplS w P^^^^aotor Is using 

basis is considered the mat eq^Itahl^! amS * the 0rl SioalloSt 
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tak8n ^ tbe ijlyent ? r7 accounta 

adjustments ia established. In determinH™ * th pro P riet y of auoh 

^contr^t** materiala P^ohaaed^specif^allv^or^h 8 P ro P rt - 9 V 

the ****** Price orerailinxMat SL * V° a reaa °nable market 
’tall go Torn. In oaSTSemftta °f «»■«■«* for pmZL e 

accounts do not cause transportation chargee to^ni t* subcontrao tor's 
the n»thod of allocating such chargee fSftoer tS ? ° 08t of trials, 
»«at be equitable and consistently^!!^ 6 * thr0Ufih OVerhead «* otherwise, 

^oae a^ 0 a^StS d c<na P 0Bsa *ion of employees 

contracts or subcontracts! «^tely measured as a direct cSgX 

^tL ° f indlvldua ^ a ^^°^ia^ r ~L tek wh account upon the 

contractor follows consistently a metLT^* ^® re a °^^aotor , or sub- 
a productive hour basis at average ^counting for direot labor on 

reduce olerical work, such metSToay b! anS^L^ 9 * a PP rmrim ations to 
ttat substantial accuracy is attaiSl thsMb^ * d P rOTided it shall be shoro 
”* foreo0 » whose tto^T&\J Compensation paid to leadlL 

£ ^*2* or of any part^thereof 

hnniL COBdUCiV0 t0 “ “curate determLati^ J° th ! 63r *! at that i* is shown 
bonuses , premiums, incentive payments xu° f ? ost * Overtime, production 
whose time is accounted STaTSlSS ?“f' ° ther ^^ities to empl^ees 
aa direot labor but if ohaJJJ ^ 0 «bly to blixXdld 

of taking such charges into account muflt°h ** P f rt to OV0 rfaead the method 
ohargee incurred by reason of other work <! ? U ° h 5 bat 110 of such 

or subcontracts. ° ther work is ^equitably borne by the contracts 
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perrormance^and P^ent ID bLds Cl rwalti tS ° f J uilder ' 8 risk insurance, 
inspection, drafting and enfiiieeSS* 1 ^/?^ 1 * 1 ® P rofe0£ » tonal services 
. fff repair and f ~ ld 3 ^ Pf^erns, wood *£££*> 

trials and other similar items!^ 00 tal staging, launching, locking, 

jetties, outside prof elsiOTa^ee^iMa P€ ^° rma ?f 9 80(1 P^ent bonds, 

similar charges oa aocornt “ 5Ssr follmred aS^thaTm 17 

such meaner aa to prorate a£ * hT0U « h overhead lT 

subcontract. w ^ thereof inequitably to a contract or 
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</ 


i * 


^ f 


’* ■i^SJuLalS.'Sj com Drier! 3 all irv] i ~o,-.a 

d^ ni f trati7C! art1 c^sts, including 

oopreclatioa •*«.. ,, hl ch artlS^^tV^ 0 '*. "«* W^a: 

subcontracte. ^uvaiy cnargsaolo to contract^ 

determining p^mf rO ' ,i3i0a0 8ppljr th ° distribution of overland ij 

traetfor^^^^t dlroctv mUooaUe to portion 
herein rofm*^ * constituting wiiat i„ >»„ P lf 1;icuIar <»n- 

operations In such nannw'I^n 8haJJ - J 33 distrlbut^^v^S!* 1 *”* 
practice, and utor^™^ e0nfor ” 1 to eoaeraUy aecMto^ t ° <3 of 

ss 0 i ri? sees* 

ot ' lw class of mrkf ‘ > * P9nS9 wMch ahoui d pro P ei -ly a be a bSM :l t/ ;I |o i y’ 

- 

accoantijag pracuS^ra^t^SI^® £ th 
^ion of^ coadltiona, m a 

=sh ISaSsFr^sss; g- <1 

productive time and L£ J* *»*2. 4 «L 

distribution of various cla - *“ ^ 

~^fco^Xl^ JS-SS-S ^cation 

A dlffonon*!. 1 ! v « 


A .... ««wjreao Lie. 

‘^WS'S^pSS* clasae3 of - «« 

“sans, so ttet^^ 1 ^f! 3t ^ nglllM rin 0 eurvey’^^'jfff ^suitaMy 

CiXGG 3 t/riSPP k*M 4s » 

" -^wsBfarfSSis 
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subcontractor^ Sin general acceptability nf* 

will b© nad« *n+ Pr f? cip ^ e3 ^ aethoda a f °f, a contractor < 3 or 

^liould be nade there?/ ^5^ ° f cverije£| d diotrSuttoi PQ J ticular snquirj 
to LUO Officor fn ri durln S progres^i^T^ , 00 change J 

" 111 ° har ^' »*• «4 A^luduTfioe^ 

Itega Of Co at 

qSuIoalionr 3 ^ 1 ^^ 38 tl ' rae e“«*l 

^ivablo ^bseetlooa ubdorl^SoTp 0 ? 13 °®t»ined 

®eation is to be in ao^m^ no * ^^usive; that^in ?? 1510 explanation 
contract or subcontract ^ wwtrlcl fcive in detorainin^tS^ 00103100 of 
u °i«r admissible Z+ u , 30 itca of coot laTS^ ^ 00810 of a 
and conversely, if „„ 18 ao1 to be tborebv «>,+ opocificalty mentions* 

k .' sk - srz . ,•» s E .“: gj - Sr s “ ; ' a '"-“ 
- ~ us .* sssss .” tiSrsMrSa , 

Bonuses 
Castings 

K £2" * 

Direct Material 
Directors* Fees 
Dredging 
Drydocka 

£££*““ (c w 

Orator Op ° ratlona - Departmental 

s™p7cSi2) 1JTOOnt p W nar ' t ° 

Towing 

Travel Expanse 
° lfars E ^e * Employee 


See Subsection 

2,3a:. 

2.3 05 
2.107 
2 a #^3 
2.22 
2,21 
2.310 
2.313 
2 0 314 • 

-‘.317 

2 .324 

2.331 

2.24 

2.334 

2.338 

2 .341 

2.342 
2.346 


■on, 

a 


•-a* ' 


; o2 
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Amortisation or Asset Appreciation 
Central Office Expenses 
Depreciation of Plant Facilities 
Discounts 
Donations 

Dues and Memberships 

Foes, legal, Accounting, and Other Professional 
iees of Transfer Agents and Registrars 
Interest • 1 

Intracompany and Intercompany Charges 
Launching Expense » Ceremonial 
Maintenance and Repair Costs 
Re servos 

Royalties 
Salaries 
Selling Expenses 
Taxes 

Unclaimed Images 

; ' e2 53 Items 

BodDebts 

Capi>iil Gains and losses 
Entertainment Expenses 
Excess Profits 

Expense and Income - Nonoperating 
Fines and Penalties 
Income Upon Investments 
Liquidated Damages 

<Wn? U ?? 6r ot l^ Contraots “d Subcontracts 
SnSties 1011 Reorganisation Expenses 

idi ***»- !s ^ 


See Subsection 

2.301 . 

2.302 

2.308 

2.309 

2.311 

2.312 
2,315 
2.320 
2,3 21 

2.325 

2.326 

2.327 
2,330 

2 .335 

2.336 

2.337 

2.339 

2.340 
2,343 

See Subsection 
2.303 
2.306 
2.316 
2.313 
2.319 
2.322 
2o323 
2.328 
".329 
2.332 
2o333 

2.344 

2 .345 


o 

«- * 


10 ““.otlon with 

eomentst 0flered the following descriptive explanatory 

301 P0 ^ 7 t , ln reSard 40 o^ertlelng 

advertising In tend. or technical. j^Sna 1 a^^^\£^c^‘S‘c^ 

on A ?h! Ss^^? S?2SX 3 ls 0 rit° f ad r r ^, sin ® 18 n °‘ aU «“ bL 

conteacts wt^Tth. ^ or<3er *o ^ortete 

Of advertising of an industrial Lowwer, certain kinds 

^^ 1 bSS« 5 SS£sSS« 



^ 0, 


thoy are of 

JSsTSf STSua^Tli t » au5, , 3 

£££* teade publl °^ 

rpu _ ^ Lar “tineas aaj ba 

*^Q reasonable coa-fc . 

037 ‘*^^ 3 ^Sa I X“h nal ^ U3ual 

TIio coot ' 5 °° 3t ° f 

^ r , u aa . 

^easonabl * u rcontracts unless 

ooatr^.f^ 3 ^ °P^U^ r “* e P^iwtlona ta ued for 

«• «wi*sar' ,w * «*«tS.ffgr " • wSvs ?sr* 

■» feaaasntot A „ pub ‘- - lM 

^ootJuS^thtt !n 3 oerta£ r | 0mine =™2aots or lnto acc <wurt la - 

■5SSSrt,S £j»w •nfgS?, 4"grto, taaSS^^a > to ^ 

“g *** 

f S5§SgS5 

Advances in raasonablo «„ x Romance costa, - 

allowances f*or< +« , ; x ® a^unta made fn „„ , . 

regarded as bad debts ^ J ** 5 ®* 1 ® 00 wbicb liayf ^ connection with 

■ amrSSa-sa 

WablQ costs through 
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conJact^r^uSnSact -Til ?° a ! Cect charm to a 

Contracting Offlc®. ta 9Uo -' 9 ‘ 1 ottJ r "tea a P;J or ed %1to 

feasSBSra wsa w- 

■ ES^srSHH"-? 

^ '^^aSr^f ^^0- not dirmtv 

ia deternining recapturable profit, ttot talian into account '* 

? * 307 && ^Contractor's =« 

tanlc provided that the scif^S^f if? pound or °tter arbiter 
^iate, of differences la Se aJTk£d ^“ 3 f? 00 ™ 1 ' “ten appro- 7 
adjustments on such charms I eastings, and that wooer 

or £ ^ reasonably St^uA EZJSS e0st °* castilK 
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faita and not with a view to continued use in the contractor's cr aubeon* 
tractor 1 o business, the depreciation chargeable against operations on account 
thereof may be redetermined upon the basis of the facts as to useful life 
and residual value a3 thus established, and the proportion of such clap re- 
cta t ion as so redetermined applicable to contracts or subcontracts with 
respect to wh ich a final determination of profit shall not theretofore have 
been nu de Ah^li be allowed in determining the profit thereunder. 

310 Directors* Fees . - Fee 3 and traveling exponsos in connection with authorised 
meetings of Boards of Directors are allowable as distributable overhead, 
provided that such fees and expenses are reasonable, and are in accordance 
with contractors* or subcontractors* usual procedure, oubjoct to the 
limitation provided in subsection ^.337* 

311 Discounts. - Earned discounts of all kinds, including trade discounts, cash 
discounts, special allowances, etc*, must be taken into account in such 
manner that, in the determination of profit, effect is given to the net 
prices actually paid. Discounts taken on matorial bills may be deducted 
from the purchase price in charging to inventory or to the contract or 
subcontract, or the discounts may be accounted for by distributing discounts 
earned as a credit item in the overhead, or by ,a separate computation of net 
material cost or by such other means as may accord i/ith the contractor’s or 
subcontractor’s accounting practice and this requirement of accounting for • 
discounts. If a contractor fails to take advantage of discounts or dis- 
allowances amounting to one percent (1$) or more, only the net amounts of 
invoices after deduction of ouch discounts shall be admissible as the cost 
of performance, unless adequate justification exists for failure to tales 
discounts, 

312 Donations may not be taken into aocount except to the extent that necessary 
service i3 rendered to the contractor or subcontractor by the recipient, for 
example, donations to a local hospital serving the contractor or aubcontracto 
or those which, by local general custom, constitute necessary and proper 
business expenses, 

313 Dredging , » Where it is the established practice of the contractor or 
subcontractor to accrue a reserve for c?. edging and to charge to such reserve 
the cost of particular dredging operations necessary for launching or for 
the maintenance of depth of water at and for access to the shipyard, such 
accruals may be taken into account as part of the overhead to the extent 
that ib shall be sliown that such accruals represent a reasonable average of 
such expenses actually incurred over an appropriate period. Direct charges 
for dredging are allowable only when no such reserve is included in the 
contractor's or subcontractor’s established practice, and then only to such 
extent a3 may be reasonably allocated. 

In waters open to public navigation, in the absence of reserves for 
dredging, the costs of dredging may be charged to contract or subcontract 
performance costs provided such costs are equitably allocated to the 




contracts or subcontracts accommodated by such dredging. 

The initial cost of dredging of privately owned w 3lip3 n should b^~^\ 
capitalised} amortisation or depreciation of such costs is not all i Q> 
but costa of redredging to establish depths of such 3lip3, in the absence 
of reserve s t are allowable when properly allocated to contracts or sub- 
contracts affect od. 

,31A Drvdockq . ~ Whore the contractor or subcontractor uses it 3 own drydcck 
in the performance of the contract or subcontract t it is allowable to 
base the charge to the contract or subcontract for the use of such 
drydock upon the average co3t of operation of tho drydock, inclusive of 
maintenance , depreciation and taxes , as determined over a suitable 
accounting period not in excess of one year provided that the total 
stick charge shall not exceed on amount determined by use of the prevail- 
ing commercial rate for similar services in the vicinity or where the 
nearest comparable cervices ore available, 

2*3 .15 Jhzej?_qnd_ Hgmborohipc in regular trade associations and technical sociotie 
are in general allowable, but other dues and memberships nay not be 
allowed. 


*• .3X6 Sntagtaj-nmeat Sx taag^a are not allowable costs of performing a contract 
or subcontract. Reasonable luncheon costs necessarily incurred in the 
normal conduct of a contractor * s or subcontractor’s business may be 
allowed. 

2.317 Egg&a a. . Material refers to material, in usable condition, which i 3 
over after a contract or subcontract is completed and resulting 
mainly from over purchases, overproduction, overdrawn stores, or as a 
result' of changes and extras. Excess material should not be confused 
with scrap which is such material as is produced during the course of 
consturction or manufacture and which ha 3 only scrap value. (Zee 
"Scrap" » subsection 2,333) » 

Material which has been charged to the cost, of performing a contract 
or subcontract and is found in excess of actual requirements and has 
not been incorporated in the work shall be credited, at the reasonable 
value thereof, to the cost of performing the contract or subcontract 
to which it was originally charged. 

If such materials credited, to coat arc reissued for use in performing 
a contract or subcontract tho materials should be. charged into cost 3 at 
amounts not in excess of the value agreed upon a3 the reasonable credit. 

2.313 Excess Profits paid or repayable to the United States or any Government 
under- any contract whether undwr any statutory requirement or otherwise, 
s h all not be treated as a deduction or used in any way as a factor in the 
determination of profit under any other contract. 



2 0 319 Expense and Income - Nonoporating (including auch items as Income from 
Investments, Interest, and Royalties, individually commented upon under 
their respective captions) ordinarily may not bo taken into account in 
dete rmining rocapturable profit. Their inclusion in exceptional caso3 
will be subject to the specific approval of the Contracting Officer, 

2.320 Fees, Loral. Accounting, and Other Professional , for services required in 
the performance of a contract or subcontract are allowable to the extent 
deemed reasonable. 

Generally speaking, legal and accounting fees in connection with the 
prosecution of claims against tho United States Government or any other 
Government including income tax matters, are not allowable costs. In cases, 
however, where 3 uch fees are incurred and result in successful adjudication 
or negotiation of tho validity of a claim by a contractor or subcontractor, 
reasonable expenditure may bo taken into account in connection with such 
contracts or related subcontracts with, the United States Navy 0 

2.321 Fees of Transfer Agent3 and Registrars of stock or other securitJ.es and of 
trustees und er mortgage or similar indentures, rogularly employed in and 
necessary to tt e normal operation of tho business, nay be allowed as 
overhead costs, if reasonable in amount. 

Fees for tho sane purposes, covering the organisation or reorganization 
of a corporation, shall not be allowed. 

2 .322 Fines and Penalties incurred for violation of laws are not allowable in costs 
. of performing a contract or subcontract. Similarly, payments and coats under 

an Arbitration award are not allowable. 

2 .323 Income from Investments shall not bo taken into account in determining 
recapturable profit. 

2 .324 Insurance . 

2*3241 Ilonies paid into Government funds for compensation insurance, 

Anri net premiums paid or accrued for payment to insurance 
companies for insurance of risks not found to bo unusual or 
excessive coverage or inconsistent with reasonable and prudent 
business practice are allowable items of cost,, 

2 .3242 If the contractor or subcontractor assumes its own insurable 
risks (a) for compensation payable to employees for injuries 
received in the performance of their duties, or (b) for unemployment 
risks in States or Countries where insurance is required or (c) 
for other risks not found to be excessive or unusual coverage or 
inconsistent with reasonable and prudent business practice, there 
may be allowed in costs the charges set up for such self-insurance 


a. 


• \ 


under a system of accounting regularly and consistently employed 
by the contractor or subcontractor, at rates not exceeding the 
lawful or approved rates of insurance companies for such insuranc / ^~" 
reduced by amounts representing the "acquisition cost” (i„e., com* 
missions, fixed expenses and excess losses) in such companies and 
after giving effect to any credits for safety provisions, experioncs, 
etc*, t o which the contractor or subcontractor would bo entitled 
in determining such rates, but losses actually sus taine d must be 
charged only to the reserves created by such self -Insurance charges. 

<1*3243 If the contractor or subcontractor assumes its own insurable risks 
and does not record current charges to operations in the manner 
contemplated by subsection '■’.3242, above, losses sustained from 
such risks during the performance of the contract or subcontract 
3 hall be allowable only by such means and to such extent as is 
equitable under the circumstances attendant upon a specific easa* 

2»3244 If the contractor or subcontractor assumes its own insurable risks 
and its practice with respect to charges therefor is not covered 
by the principles set forth in the foregoing subsections 2*3241-3243, 
the contractor or subcontractor shall submit the matter to the 
Contracting Officer for determination at the earliest practicable 
date after execution of the contract or subcontract, and such 
charges shall be taken into account in such manner as the Contracting 
Officer shall determine* 

2 *324 5 Premiums covering insurance on the lives of corporate officers, 

partners, proprietors, or other executives or employees, where \ 

the contractor or the subcontractor is the beneficiary directly or ^ 
indirectly, shall not bo allowed in determining rscapturahle profit* 

2*3246 Reasonable premiums and other reasonable costs of group insurance 
plans consistently administered and in existence on the date the 
contract or subcontract wa3 awarded, are allowable* No costs under 
group insurance plans established after such date will be allowed 
unless the plan Is specifically approved by the Contracting Officer* 

325 Interest received, paid, or accrued for receipt or payment w ill not be taken 
into account in determining profit except that reasonable amounts of interest 
on bank loans of a contractor for construction, reconditioning or reconstruct 
tion of a ship obtained for the purpose of discounting bills or for current 
working funds, may be allowed to the extent attributable to the contract; 
provided, that interest on such loans shall not ha allowed unis 2 3 the 
contractor shall show the necessity for such loans* 

S imil a r ly, interest on bank loans of other types of contractors and 
subcontractors (for example, suppliers of direct materials), when deemed 
to be reasonable and for the purpose enumerated in the preceding paragraph. 



shall be allowed to the extent attributable to porforaance under the 
contract or subcontract; provided also that such loans nature not later 
than six months after the date of timely delivery of the last naterial or 
tinely performance of the last service, excluding provisions of the guarantee 
clause • 

It is recognized that in certain countries there is a more extensive use 
of loan fin .acing, rather than capital stock and also that interest rates 
tend to bo high, and the principles set forth in thi3 subsection vrill bo 
strictly adherd to, since, as a general rule interest is considered aa a 
charge for the use of capital and as such should bo taken care of as part 
of the profit factor. Among other factors to bo considered is ‘that if 
progress payments under a contract are frequently made by -the United States 
Navy, it should not be necessary to incur any substantial amount of in boros t 
under that contract. It is also felt that allowances should not be made for 
interest on any Government funds which might be loaned to the contractor or 
subcontractor either directly or indirectly through other than normal banV.ing 
or financing channels, and furthermore, tliat the Government involved should 
endeavor to assist a3 much as possible in making funds available. 

To the extent interest is determined to be allowable, the higher European 
rates may be recognized on an individual case basis provided such rates do • 
not exceed the local rates of interest pertaining in the area of the 
contractor or subcontractor, 

326 Intracoapany and Intercompany Charges , - Intracompany transfers between 
plants or divisions nu 3 t bo made at co3t, excluding any internal or 
intermediate profit. 

Transactions with subsidiary, affiliated or controlled companies covering 
material purchases or transfers, ser- ices, expense allocations or any other 
type of charge must be disclosed fully. The not allowable cost of inter- 
company transactions may. not exceed tho cost of comparable goods or services 
from alternative outside sources, 

\ 

327 Launching Expense - Ceremonial , - Tho following is proscribed a 3 a general 
guide to the nature of expenses incidental to launching ceremonies which 
will be regarded as not excessive and, consequently, chargeable to perfomanc-c 
costs. 

In particular instances where a budget or a program for launch ing ceremonies 
ha3 been approved by the Contracting Officer, or mere special instructions 
with respect thereto have been issued by tho Contracting Off icdr, such 
budget, program, or instructions will govern. 

In other cases, expenses not deemed to bo excessive would include such 
itoms as the erection of launching platform and decorations, erection and 
use of public address system, christening champagne and pr e par at- .ion of 
bottle, but would not- include expenses of reception, banquots, transportation 
and entertainment of guests, sponsor’s gift and other incidental expenses. 


. f ravelin and hotel expenses of tha sponsor and escort, and 

» 3 ?of toltatloS^re unallowable unless otherwise designated by the 
Contracting Officer in specific instances. 


performance c 


Lt _ + „ a „n Subcontracts. - losses incurred under other 

**» 385gK 7% »k are not allowable as 

costs of the contract or subcontract in question. 


'•330 lWi9BW8ft . Wi R,t ^d 2 ^ o^iL°^a^tiS°^re S^SaS^ to^S^-Siation 

^TM^^rMTinto account except through ^per 
charges for depreciations 


•331 Sr1Sec^y““tr°a=tt” 

contractor acelyLne, etc., such itens w 
awwntract item- suoh basi3, provided that proper adjustments are 

Ztt&FZ&S SSSX’J^ — 80 “ * 

refleot their actual cost. 


332 Snsffl is aas^M 

or refinancing of ^ 0 n the >nsue 

discounts on cecities sold, taW co-' 'ns 

, “ other like financial costs, legal and ««^»g £ 
developing organisations or reorganisations, shall not pe aoinuea 

determining recapturable profit. 


:.333 aatittel - ^do^tion^m 

the contractor , shall not be allowed. 


w Pcmaion and R etdrom e nt Payment a to employees and payments made into toust 
,334 ftSSMEbrpensic^aS retirement purposes provided that such trust funds 
■fT<£L£**~ «- contenctorU evmers^^e a^in 
determination of recapturable profit. Ia every case tne p^a 
reasonable in amount and consistently and equitably distributed. 


la certain cases such costs are accrued on the ^oks °f the ^tractors 

sss 

company at the time the -xymant is due; ^ > ^ e%/\nr\r>r>r*.a Q7fl V 2.U. 


vht iflty it is fait that they must be treated as allowable costs, but in 
W^tto conputations, S estimates must be realistic and conservative, 
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? *338 


Reserves. - Charges resulting in the creation or increase of reserve Jfcr 
r»eneral“contingencio 3 br other reserves which are not properly chargeable 
to current operations s ha ll not bo allowed* • 


Royalties. - Income from royalties shall not be taken into account in 
determining recapturable profit under contracts or oubcontracts. 


• in noat cases royalty expense in connection with material or equipment 
fu rnish ed under a contract or subcontract- is not properly coargeablo 
iSSuch as the United States Government or the womnont of tho contractor 
or subcontractor nay have a royalty free license for such natorial or 
oouipnent. If rolnbursemont for royalty payments Is to bo claxaed, aLL 
royalty agreements must be referred to the Contracting Officer for review 

and approval* 


Salaries • • Salary is construed in its broadest sense to include a bonus, 
director’s fee, and all other forms of compensation. Charges or accruals 
for s alar ies, year-end bonuses, vacation pay, or otaer compensation, not 
actually paid at the date of completion of a contract or subcontract, mas 
be approved by the Contracting Officer as to allowability* 


To bo allowable as an element of coot of Uavy contracts, the total 
compensation paid to any one individual must be reasonable in relation to 
hiaresponsibilitioc, his own efficiency, and that of his organization, and- 
tho general level of compensation for like sorvicea to other employers of 
similar aiae or kind of business in the same country or region. 


Scrap is such material as is produced during the course of construction or 
oanufacture and having only scrap value and should not be confused \ntu • 
excess material (see subsection ?.317) . Scrap must bo credited at the price 
obtained whon sold, or at. tho current market price if used by the contractor 
or subcontractor or hoia for sale beyond tho period of tue contract or 
subcontract, If practicable, the credit should bo given to the job from 
vrtitcli tho scrap was derived, otherwise credit should be given through 
distributable overhead at reasonably frequent intervals*. 


.339 


Exnensos. - Generally, expenses incurred for the distribution ot tut 
products of a wntractor through usual trade and business channels and 
Luioils aro not regarded as allowable coats under contracts for 
tliat such expenses are not incident to or necessary in doing business with 
the United States Government, 


Ordinary selling expenses should not bo confused with technical, 
consulting and other services of tho ap;>lication and adaptation of product* 
to the uses end requiremonto of the customer. Manufacturers' employees^ 
attached to sales departments, vjho are primarily technicians and product . 
service engineers, render services that aro as important and essential 
whon products ore sold to the United States Govenuaent as vhen they are so. 
to other customers. Expenditures representing payments to any person or 
celling agency employed or retained to solicit or secure contracts vith the 


15 - 


n 


United States Government upon an agreement or uncWstanding for a oCikdss 
percentage, brokerage or contingent fee are not allowable in the cost of" 
performance of a contract or subcontract* 


Selling expenses which represent the cost of marketing an articlo, a 3 
distinguished from the cost of producing an articlo, aro not to bo 
considered a part of the cost of performing a contract . 


;',34D T 2 2 £S, - Income and excess profit taxes and surtaxes, Federal, State and 
other, are not allowed as contract or subcontract performance costs; such 
taxes merely represent a payment of a part of the net profits to the 
Government. 

Franchise taxos, property taxes (except taxes on property held in reserve 
or for investment, or fbr other extraneous p eposes), social security -taxes 
and the like (not including payments deducted from or chargeable to 
employees, including corporate officials) are allowable cost itema. Various 
European countries have differing kinds of taxes which have been listed in a 
manual issued ty the United States European Command on 1 Augu s t 19o3, 
reference No* 70-1, and this manual indicates the. taxes of those countries 
which under the Mutual Security Act of 1951 are exempted taxes, are not 
allowed as costs in United States Foreign defense expenditure contracts* 

Taxes for which exemptions are available are not allowable costs* 

2*341- Toj^jjg*- Nhere the contractor or subcontractor uses its o tugs or other 
floating equipment in the performance of a contract or" subcontract, rea- 
sonable charges therefor are allowable* 


^ °34^ Travel The actual costs of authorized business trips such as 

transportation, maintenance, communication and other necessary business 
costs- of the traveler during his period of travel may be allowed to the 
extent such costs are shown to be reasonable and equitably charged to a 
contract or subcontract* / 


A reasonable allowance determined prior to the travelers departure may be 
accepted in lieu of actual expenses if deemed to be warranted by the 
circumstandes and conditions Involved* 

? *343 jjaggii charged to contracts and subcontracts shall Ije adjusted by 

an allowance for future claims against unclaimed monies and the remainder 
shall be ratably credited to the cost of performing the contracts and sub- 
contracts. The allowance and the credit are subject to a u d i t for the 
purpose of determining the reasonableness thereof, 

2*344 ^productive.- 4 ime of nmojoyees * — Reasonable amounts of normal stand-by labor 
cost 3 occasioned by machine breakdowns, non-availability of materials at 
working site, etc., will be considered in determining contract cost. In 
contrast, vhero by law or other agreement contractors are required to 


lOr, 


n 


'■a* 


maintain on their payrolls a given number of employees (i„e, a type of labor 
^norm 1 '} regardless of the existence’ of work to bo done, charges resulting 
from the payment of such stand-by labor will not be included "in contract'’ 
coot either as a direct charge or as part of the overhead application,, 
Charges within this classification .may take the form of full* wage payments 
to employees reporting to the work site for "made* work or reduced" wk?e 
payments made to employees listed on the payroll who are excused frea^ 
reporting to tho work site* Expenditures of this nature should be 
segregated in a separate account which thrill not be distributed to work 
orders or to overhead® In thi3 connection see also Section 2,24® 

2^345 Unrepaonable Charges , * Excessive -or unreasonable payments, as for oxamolo, 
exoroitant compensation, expenditures for the personal benefit of officers" 
of tho contractor or subcontractor, payments in excess of reasonable market- 
values of any kind including payment's to affiliates and payments to 
individuals who are associated with the contractor or subcontractor through 
directorship or employment, whether in cash, stock, or other property,- shall 
not be allowed as cost3 in determining rocapturable profit® 

2 «346 Welfare Expense - Employee is allowable as a part of overhead, subject to 
proper distribution, provided the contractor or subcontractor shall. If 
required, 3hou the reasonableness thereof® 
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The National Security Industrial Association greatly appreciates the oppor- 
tunity granted to review the revised draft of the proposed revision of Part 2 of Sec- 
tion XV - Contract Cost Principles - of the Armed Services Procurement Regulation, 
dated April 20, 1956, applicable to certain cost-reimbursement type contracts* It 
also appreciated the invitation which was extended to send selected industry represen- 
tatives to the joint meeting which was held with the Department of Defense in the 
Pentagon on May 21, 1956 for the purpose of reviewing this draft. 


At your invitation, we are submitting below comments made at the meeting 
supplemented by the detailed presentation in the attachment on major problem areas of 
cost and recommendations for their correction. Because of time limitations in m»iHwg 
this presentation, attention has been directed to major issues only, although there 
are other areas existent where the problems encountered have a less broad industry ap- 
plication. Comments were submitted on these in the statement filed with Rear Admiral 
L. H. Thomas on June 20, 1955* on the draft of March 23, 1955. and are applicable to the 
current draft. ^ " 



Our industry association is very much aware of problems existent in the 
Department of Defense in terms of 

(a) The development of a satisfactory set of cost principles which 
will be acceptable both to the Department of Defense as well 
as to Congress, 

(b) The provision for proper and adequate reimbursement of costs 
in connection with cost-reimbursement type contracting, 

(c) The development of uniformity of treatment by working level 
personnel in the application of cost principles, and 

(d) The prevention of abuses or their minimization to the 
greatest extent practicable. 


tive, 


In attaining these objectives NSIA is desirous to be helpful and construc- 
va . We have been appreciative of opportunities afforded us in the past to discuss 
various major issues on other Sections of ASPR and believe that a joint government- 

££££ m » revision ohich oouS bs 




In comparing the current draft of the cost principles with that submitted 
to Indus try°f o^comment , dated March 23, 1955, « balieve that the new draft constl- 
tutes an improvement in the following respects? 

(a) There has been eliminated the requirement for hindsight 
judgment of military audit personnel and contracting- offi- 
cers in reviewing the '‘exercise of good business judgment 
in incurrence of cost'* by management * (See paragraph 
15-201 »2) Obviously such a provision should never be made 
a part of a document used for cost determination* 

(b) There has been eliminated the 25 % Government business fac- 
tor on the allowability of Research and Development Costs 
and Compensation for Personal Services which would have 
arbitrarily discriminated against contractors with more 
than 25 % Government business* 

(c) There have been general language improvements throughout 
the draft the obvious intent of which has been to clarify 
ambiguities existing in the previous draft as well as to 
reduce the necessity for implementation* 

Even on these points, however, we do not consider 
improvement aver the existing Part 2 of Section XV to warrant publication of the pro 
posed revision in the very near future, since the existing cost principles prov de ^ 
greater clarity and afford a basis for a more uniform treatment than is reflected in. 
Sa The release of thie proposal eill multiply current contracting prob- 

lems being experienced by the Government and industry by causing delays in contr c 
negotiations which would be cumbersome and administratively burdensome as well as^ 
disputes on the reimbursability of various items of cost many of which will only re-_ 
suit in appeals to review boards. 

Principle shortcomings of the new draft, most of which have been carried 
over without alteration from the draft of March 23, are: 


(a) It fails to allow or it allows only in part some 29 items 
of cost which are time costs of doing business and which 
cannot be avoided by contractors merely because performance 
is unde r a cost-reimbursement type contract* (See Schedule 
A attached) In this respect, the draft actually amounts to 
a major expansion of the list of unallowable costs as stated 
in the present Section XV* Many of these provisions are not 
only inconsistent with current cost allowances which are 
being experienced in the field by contractors but they are 
also inconsistent with “generally accepted accounting prin-j/ 
ciples and practices'* , This represents an unjustifiable, 
disinclination on the part of the Government to share in 
normal costs of doing business through which the Government 
derives clear and demonstrable benefits* Most of the 
expenses in the unallowable categories are normal regular 
costs of doing business and contribute to the productive 
ability of any business enterprise. 
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(c) 


(d) 


(e) 


The new draft would also require the negotiation of specific 
contractual coverage or authorization as to some 19 items 
of cost which should automatically be allowed to the extent 
that they are reasonable in amount and allocable to the con- 
tracts (See Schedule B attached) This requirement would be 
cumbersome, administratively burdensome and in fact would 
not achieve the objective of uniformity as actual practice 
would soon show some contracting officers willing and others 
unwilling to negotiate these special provisions# Large com- 
panies in a strong negotiating position would undoubtedly 
achieve some manner of success in negotiating such allow- 
ances while smaller companies and those in a weaker negotia- 
ting position would not# Our small business membership has 
expressed particular concern over this requirement# 


t' \ 

0* 


0 


0 
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There are 20 provisions of the new draft which either dictate 
the accounting system to be used by the contractor or spell 
out such detail as to constitute an audit manual approach #-'?$>• 

(See Schedule C attached) Indicative of the latter point 
Is a direction throughout the draft that the military con— 
tract auditor take into account factors in addition to the /{V~ 
usual tests of reasonableness and allocability. These pro- 1 r , 
visions would also require the General Accounting Office to "tfr 
second-guess the auditors in determining whether all of such 
factors had been properly evaluated. These factors might be 
made more properly a part of the Contract Audit Manual of the # 
Department of Defense provided they are accompanied by ade- 
quate explanation of their limitations. In this respect, it 
should be recognized that the contract auditor is essentially 
one who performs a service for the military buyer rather than 
one who polices the buyer's decisions or who holds an equal 
position with the buyer in pricing negotiations# 



In the attempt to "amplify the treatment of certain items of 
cost" the draft has entered into a detailed treatment which , / 

apparently is an attempt to cover peculiar circumstances of 
"special cases"# While we favor the objective of providing 
for a more complete treatment of certain items of cost within 
the framework of the proposed draft of Section XV, the attempt 


- — j 

to cover peculiar circumstances of "special cases" results in 


arbitrary , unilateral and artificial determinations of allow- 
able costs which are not consistent with sound business prac-' - 
tice and is very unfair to Government contractors. It would ^ 
be more logical and equitable to cover these special situa- 
tions at the time cf negotiation of original contract terms J*' -n 

Several paragraphs of the draft include data which are pro- \ 1*00 — , 

cedural in character rather than basic costs principles. The^^ ,/ 
inclusion of such data in. Part 2 of Section XV will give rise ~ , 

to serious negotiating problems which can better be avoided ' ' I ‘*Aa 
by setting forth in a related part, such as Part 6, interpre- ■ ^ 



tations and other material necessary for the guidance of 
auditors or contracting officers# ft 

nW ■ 




- u • 


In order to attain properly the objectives stated above 5 the following rec- 
ommendations are presented s 


(a) 


Any set of co 3 t principles should recognize the Jgap costs’^ 
of performance under a cost-reimbursement type contract „ / 


(b) 


The allowability of true costs should not be subject to 

imsTai 


ilio L UWiClU .XU. JL Wjr UA Ug ~ U — 

shadings, gradations'^!? special circumstances | nor should 
allowability be conditioned on the ability of the contrac- 
tor to negotiate special cost allowances into in dividua l 
contracts* 



The principle of cost-reimbursement type contracting is 
that the contractor will be reimbursed for all elements of 
costo Because the contractor is presumably guaranteed such 
cosT-reimbursement, he is regarded to have assumed a limited 
risk ard accordingly he receives a limited fee* In actual 
practice, however, fees of contractors in cost-reimburse- 
ment type contracting are being diluted to an unwarranted 
extent because of the failure of the Government to recognize 
true costs* Contractors are therefore assuming risks of 
performance which are much greater than those ever intended 
under this type of contracting* The low profit rates ex- 
perienced are far from being commensurate with the skill and 
engineering '’know-how* which industry has been contributing 
to the overall Government program. 



Uniformity of treatment is best achieved by having a simple 
and dear cut statement of costs which are allowable and 
those which are unallowable* Gradations for special curcum' 
stances and the requirements for negotiation of special . . 
contract provisions tend to defeat the uniformity of treaty ^ y. 
ment afforded by a clear cut statement of cost 




0-* 




4 


principles* jj 

- - ^ 




tJ 


(e).- Abuses can best be prevented by the application of the normal 

' ' . _ . . . « ■ « * i jj i i 




tests of reasonableness and allocability, and the disallowance . 
of xinreasonable or improperly allocated costs* 


We are grateful for the opportunity of presenting these comments to you* 

° . . - . . . . « n -» ^/* n -mm <4 ^ V 


However, we believe that there is a fundamental problem of Government relations in- 
volved which results from the lack of general understanding and agreement between the 


i vxt ou ^ ou uua ww a •* viw w**v o — — ~~~~ — ~ w , I 

parties involved which will never be dissolved by an exchange of correspondence * / 

.... . • ■ > * • i XI I 1_ 1 — _ _ .4 T 1 fl 4* feel/ 


Although it is recognized that to some degree this problem will always exist, we 
strongly that. a great deal can be done to narrow down its area and magnitude# 


The basic ideas back of some of the cost principles are good# However, the 
current draft has failed to accomplish the stated objectives because of the failure to 
understand adequately the problem s of both the Government and indus try# ^ It must be 

mit T,na/n many of tne items being treated in Part 2 of Sectioh XV are items wh . 
fall within the category of those which normally should be negotiated between the con / 

tractor and the contracting officer on specific contracts# However, we recognize, 
because of the magnitude of the problems and because of the desirability of handl ing * 
these items in a uniform manner where practical, such negotiations cannot be accomplished 



on an individual contract basis} but this does not in itself give the Government the 
right to take these items out of the category of negotiation and put them in an area 
of policy without giving industry the same right to negoti ate that policy on an indus- 
try basis, — . — - 




Consequently, the revision of the cost principles should be based upon a 
yNbilateral approach to the problems. In order to accomplish this, it is our firm belief 
X th at a mutually acceptable and more efficient policy and procedure will be attained by • 
jypermitting industry to participate in the discussion withthe Department of Defense of 
. Jjthe objectives of each disputed paragraph of the proposed regulation and by permitting 
^industry to re-present its views to final reviewe r airhhnr-Hy where differences remain 
unresolved. The National Security Industrial Association is prepared to render any 
assistance in this respect. 


If the problems in the current proposed revision of the cost principles can- 
not be resolved by such mutual effort, then we believe that the present Part 2 of Sec- 
tion XV should be retained, because it is a more clear cut and a more workable set of 
cost principles. 


Cordially, 




Frank L, Fuller 
Committee Executive / for 

Paul A. Reck 
Chairman 

National Security Industrial Assn, 
Accounting and Auditing Committee. 
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Proposed Revision of Part 2 of Section XV of ASPR 
(Draft of April 20, 1956) 


Areaa in Which There la Failure to Recognize True Coata 


15-203.4 
15-204.2 (a) 

15-204.2 (cj 
204.2(d) 

204.2(e) (ii) 

204.2(e)(4) 

204.2(g) 

204.2 (i) (3) (ii) 
204.2(1) (3)(iii) 
204.2(1) (3) (It). 
204.2(1) (4) _ 
204.2 (k) (2) 
204.2(b) (2) 
204.2(b) (6) 

204.2 (o) 

204.2 (p) 

204.2 (r) (3) 

204.2 (t) (3) 
204.2(d)(3) 

204. 2 (u) (5) 

204.2 (v) 

204.2 (w) (2)(ii) 
204.3(c) 

204.3(d) 

204.3(e) 

204.3(g) 

204.3(h) 

204.3 (i) 

204.3(e) 



Selling and Diatribution Coats 
Advertising Coats 

Civil Defense Costs' — 

Compensation for Perso nal Services 
Depreciation 

H „ v_ 

Food Service Costa Credits . 

Insurance and Indemnification 
w w h 

: « n It — " 


-CD 

-Cl) . 





« h . n 

Maintenance and Repair Costs — 
Material Costs 

It II 

Patent Costs—-- ; 

Pension Plana 

Professional Service Coata 

Rental Costs 

Research and Developnent Costs 
it k ii n 




Royalties and Other. Coats for Use of Patents — o 
Severance Pay 

Contributions and Donations 
Entertainment Coats 
Excess Ifccilitj Costs 
Interest and Other Financial Costs 
Losses on Other Contracts 

Precontract Costa ,j 

Reconversion Costa "V/; 




Schedule A 


Proposed Revision of Part 2 of Section XV of ASPR 
(Draft of April 20, 1956) 

Schedule B 


Areas in Which Specific Contractual Coverage or Authorization is Racm-tra^ 


15-204.2(c) 

204.2(d) 

204.2(e)(5) 

204.2(g) 

204.2 (i) (3 ) (iii) 
204.2 (i) (3) (iv) 
204.2 (i) (4) 

204.2 (k) (2) 

204.2 (n) 

204.2 (o) 
204^(r)(3) 

204. 2 vt) (3) 

204.2 (u) (2) 

204. 2 (u) (5) 

204.2 (v) 

204.2 (y) (2) 

204.2 (00) (4) 
204.3 (J) 

204.3(1) 


Civil Defense Costs 

Compensation for. Personal Services \ ./ 

Depreciation Q.^) 

Pood Service Costs and Credits v 

Insurance and Indemnification 

M M It 


It lt_ It 

Maintenance and Repair Costs 

Overtime, Extra-Pay Shift, and Multi-Shift Premiums - — C£ — V uJ-iU. 
Patent Costs 

Professional Service Costs 

Rental Costs ? 

Research and Development Costs Q J X L ') ■ 

»it » n 


Royalties and Other Costs for Use of Patents 

Taxes — ' • ' ■ ' 

Travel Coats- - — 

Precontract Coats — — 

Reconversion Costs - _ .. . ! 
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/r><f 




' t 


.1 


Proposed Revision of Part 2 of Section XV of ASPR 
(Draft of April 20, 1956) 


Schedule 0 


Areas Diotating Accounting System to be Employed and/or Constituting Audit w»wn>Q Approach 

Direot Costs - General 
Direct labor Costs 
Indirect Costs - General 

n it it 

Indirect Manufacturing and Production Costs 
Indirect Engineering Costs 
Selling and Distribution Costs 
General and Adninistrative Costs 
Bidding Costs 

Employee Morale, Health, and Welfare Costs and Credits r 
— Material Costs 
204.2(a) Overtime, Extra-Pay Shift, and Multi-Shift Premiums 

204.2 (p) (3) (iv) Pension Plans 

204«2(rH2) Professional Service Costs 

204.2 (u) (3) Research and Development Costs 

204.2 (u) (4) " " " " 

204.2 (w) (2) (ii) Severance Pay 

204.2 (bb) Transportation Costs 

204.2 (cc) Travel Costs 

204.2 (dd)(l) General 


15 - 202.1 

202.3 
203.1(b) 
203.1(c) 
203.2 

203.3 

203.4 

203.5 
204.2(b) 
204.2(f) 
OnA.ltm 1 


r i 


15. -201 .^4 Contractor's Accounting System. 

strat^that^t^^no^the 8 !^^ 1 ^? 1 ?^ 6 a provlsion to demon- 

changes in acceptable accounting practLes^Thi* 11 t0 f equlre 
Is felt to be verv essential accices. This provision 

contains a great deal of instructlonai h mflte°f 0 f e<i u resulation 
be used by auditors at the working whlch might 

in the contractor's established aeeoimH to requlre changes 
following new paragra^ is ^efte^ ® practlces - The 

Suggested Revision: 

i5=22iiit The requirement- Q 

£S5Sgg! ^^^ or ~ 

are set forhh the 

^lure to mention 

g e n erally acceptable method of distribution o f coat 

Imnl v 4-Vk~4» — • i _ • ■ 


* , . ■ — ^ UU6 . 


the contractor , o_ ehan89 lta M „,', 

££££gg!g ^^ have been ^ r . ■ , , , , , 

~ r deteralnln f costa under G overnment contract- 


r i 

L A 


i ^ 


/"■> 

15-200 Scope of Part . 

Comment: This paragraph should be amplified to establish 

clearly that any Item of cost may receive special treatment 
through specific contract provision. 

Suggested Revision : 

15-200 Scope of Part . This Part sets forth principles and 
standards for the determination and allowance of costs In con- 
nection with cost-reimbursement type contracts and cost-reim- 
bursement type subcontracts thereunder for procurement of 
supplies, services, and research and development work, with 
contractors or subcontractors, other than such: contracts and 
subcontracts to which Parts 3, 4, or 7 apply'.' 5 This Part does 
not prevent special treatment of any item of cost by contract : 
provision '. /^\ 




15-203.2 Indirect Manufacturing and Production Costa . 

Comment: The. requirement that premiums for overtime, extra-pay 

shift and multi-shift work be excluded from allocation based upon 
direct labor dollars Is unwarranted as dictating the accounting 
system to be employed by the contractor. Similarly, the statement 
regarding departmentalization and the factors to be considered 
in determining the necessity for departmentalization is objectionable 
as invading management's prerogatives. Accordingly, it is 
suggested that the paragraph be revised as follows: 


Suggested Revision: 

15-203.2 Indirect Manufacturing and Production Costs . Indirect 
manufacturing and production costs consist of items of cost which 
are attributable to the manufacturing and productive process as a 
whole. Allocation of indirect manufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours/ 
is a method which generally produces accuracy and equity. Other 
acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars ( exclusi v e o f -p remiums f o r o te r lim e/ 
ext r a* pay ohift, and multi-shift murk ) units processed, and prime 
costs of units processed. Departmentalization or the establishment 
of cost centers may be necessary permissabie in order to allocate 
the indirect costs equitably. Factors fee be-eenaidered in determining 
the necessity few departmentalisation er establishment of cost centers 
include variety e£ preduets, complexity e# processes, and relative 
labor and facility requirements for the various products. 


15-20 5 Indirect Costs 
15-203 *1 General 


a Co Si o?3SSSS S’lSSSTcSSS M J r ive ln «•!«.««. 

method which mu dlatrl^S iSdi^ec? be to adopt a ^ 

The/ subparagraph, however, goes on to Drovidi\h?* e K itable manner * 
must'' actually produce equitable resulta^nd^f i fche method used 

conditions under which an aeeenfcflhiit also to Prescribe 

reconsideration^ if a Sthod h!! b Jf ® et 5 0d Bhail be subject to 
to produce equitable results lt S is conSiSS^lJ If* 110 * 1 ls designed 
that each particular contract be examined**?* 6 !? i mpr ? per to require 
has, in fact, been achieved in J° determine that equity 

lowing revision IS fS^wled^ Particular instance. The fSl! 7 


Suggested Revision: 


(b) The method of allocation of indirect costs must be 
based on the particular circumstances involved. The objective should 
be the selection of a method which will distribute the indirect 
costs in an equitable manner. The method used in connection with 
Government contracts shall, in order to be acceptable, conform 
with generally accepted accounting practices, provide uniformity 
of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall 
fe« subject be aeeeasideaatlea wfeea: 


(i) any substantial dlfferen ura between the seat 

patterns »S work under the contrast and ether work 
9S the Caabaae tea; ea 

(ll) aay slgaifleaah ehaaga Mtujpg la the aabuaa a# bha 
business, -the extent a# subeeataaetiag, fixed assab 
iapaeveaent paegna*s,-the iaveateaies, bha veluaa af 
sales, bha vaiuaa a# paeduetiea, aaaufaetuaing 
paeeesses, bha eentnaetea-Ls paeduetsy ea abhaa 
aelevaat aiaauasbaaaas. 

t^ugh^-Io^f? 1,163 ° f indlrect cost ^ discussed in ASPR 15-203*2 



15-203.4 Selling and Distribution Costa . 

c^rpiact?ie , ts t ^Lr? pi ^ eiy ?* «««•• 

is suggested. ' products. The following revision 



15-203.3 . Indirect Engineering Coats . 

Comments In this section also the exclusion of premiums is 
objectionable as dictating the accounting system to be 
employed by the contractor and should be deleted. 

Suggested Revision: 

15-203.3 Indirect Engineering Costs . Indirect engineering 
costs include such items as costs of engineering supervision, 
engineering administration, and engineering supplies. Direct 
engi n eering activities from which indirect engineering eosts k 
may arise may include product design, tool design, experi- 
mental development, manufacturing and production development, 
layout of production lines, determination of machine methods, 
and related blueprinting and drafting. Indirect engineering 
costs s h all be allocated to the benefited contract and other 
work of the contractor (see ASPR 15-204. 2(u) (4) ) on the basis 
of direct engineering man-hours expended, direct engineering 
labor dollars (ex elusive ef premiums for overtime, extra-pay 
shift; and. multi-shift work), or some other equitable basis. 


1§ t 204.2 Costs Allo wable in Whole or in 
(a) Advertising Costs 

to recognize certain 

SSSSl: ? e ^ 0rEance Sd ehoSf be liio^bS^o^L* 0 the 

allocable to Government business. 10 wable to the extent 

the paragraph C coverlng lMtl?utl^f' a 5 h (111) be added to 
primary purpose is to® promote the Sm« d «? r Ji 3lng where the 
than an individual product?* Such ad?L.fc?J he J om Pany rather 
to help wanted advertising and la ls ver y similar 

personnel and professional SodiI tly used to attract 

companies rely upon this tvn© nf 4 j U0 M s engineers. Many 
engineers rather than conventiona? d £!? t;lsil18 in rec ruiting 
in the classified columns. 31 help wa nted advertising 

cover I other a ad?ertlslS C ?roa fc ^crthS r ^f' aPh (1t) be added to 

fits. Such advertising under a r©o^?f«?° ver !? iaent rec elves bene- 
reasonable for creating in beintr ar^^^^^^k^ahed program is 
plants, facilities, trained npSon ^maintaining the company's 
Oovorn»ent rellea ^ 0W '^ « -W^the 

have been consistent over a nepinA ere advertising programs 
contracts should bear their SfJ d u° f yeara > the Government 
cated current coatHf*^ IS£r££^? f tha Properly al“ - 

Suggeated Revlalon: 

^=SS!L1 Coata Allow able in Whole or m 

(a) Ad vertlalng Coata . Advertising coata IncXuda the 
coata of advertlalng nedla and corollary administrative coata 
dvertislng nedla Include Magazines, newspapers, radio and tele- 

deal P S^aa8, dlrect mal1 * trade papers, outdoor advertising, 
dealer carda and window dlaplaya, conventlona, exhlblta, free 

S ooda and aanplea, and aalea literature. The following adver- 
tising costs are allowable: 

(1) advertising in trade and technical £urnals, provided 
such advertlalng doea not offer apeclflc producta 
or aervicea for aale hut la placed in journala which 


"total cost^nc^ed^ baaS of ST *?? auditor the use of the 

stratlve expense, wMch ^fh!! geaerai and adin!-® 

Also in the listing of other ac^n?,^ g ?“« ra l use lnTnSuatrr 
Include the "direct labor” L?hod P J? =?, nethods 16 falls to 
prevent dictating a preferred m£?Ko! ?Ji 0 «ation. 10 order to 
?f„ a f y * reo °S nlz ®d method. It la recom^^!S the acceptance 

first two sentences of this : p^aS^Tbf HitSt.* 11 but th ® 

Suggested Revision; 

^g^igg f^atratlve Cos ts, 8 eneral and admini- 
tratlve costs consist of items of cost attributable to the 
overall manage, supervision. ^ ^ Qf ^ 

u "2 C08tS 3ha11 ^ -U — of the contractor, 

alh« any recognized method of allocation if equitable result. 

- thereby obtained. A*-*.. and ad^mlstrativ. 

21: ‘ **“ ~ -.f-gemerel J 

' i8 ' a “ th#i * — - - - 
equitable results. Other method, a...ptabl.-whsr. the eirewm. 

etaaeee are appropriate inelude alleeati.B on the basis e f . 

7 prs.essihg-.sst. <direei-iaber, faet.ry everhe.d, 
and ether faet.ry predu.tien ...t. e*.i«, iv . 8f 
«&*e»ials); 

^ fa * 8,Py # * e “ (preeeesihg ee.ts p iu . i4pe . t 

*a*e*4a±); 

e# goods seapleted; 

4^ eeat ©# saios; and 

<V) Balea »«. satisfaetery method is available) 


15-204.2 Costs Allowable In Whole or In Part 

■■(d) Compensation for Personal Services . 

Comment: While this paragraph constitutes a substantial Im- 

provement over the draft submitted to Industry a year ago. 

It represents a substantial change from the present regulation 
In terms of the limitation placed upon deferred compensation plans, 
and In terms of the disallowance of reasonable compensation to 
sole proprietors or partners, unless specifically provided for in 
the contract. In order to maintain the status quo In the 
present regulation. It is recommended that the paragraph be 
revised as follows: 

Suggested Revision: 

15-204.2 Costs Allowable in Whole or In Part . 

(d) Compensation for Personal Services . Compensation Is 
allowable. The term "compensation" Includes all amounts paid 
or set aside, such as pension, retirement, and deferred compen- 
sation benefits, salaries, wages, royalties, license fees and 
bonuses. The total compensation of an Individual may be questioned 
and the amount allowed nay be limited; and in connection there- 
with, consideration will be given to the relation of the total 
compensation to the services rendered. Compensation to sole 
proprietors or partners, however, is allowable only to the extent 
specifically provided-fer-in the contract. Any plan upon which 
deferred compensation benefits are based, other than pension plans 
(see (p) below), shall meet the requirements of the applicable 
provisions of the Internal Revenue Code and the regulations of 
the Internal Revenue Service. Also y -the amount allowable under 
any such plan for apportionment to contracts in any one year shall 
not exceed: 



are valuable for the dissemination of technical 
information within the contractor's industry; and 

(ii) help wanted advertising,, as set forth in (s) below, 

(iii) institutional advertising/ which is defined as 
advertising the primary purpose of which is to 
promote the name of the company rather than indi - 
vidual products . 

(iv) Other advertising directly or primarily relating to 
the advertising of the contractor 1 s products in 
accordance with a regularly established program 
and to the extent reasonably allocable to Government 
business. -c 

All ether advertising easts are unallowable. 


n 


o 




NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/ 56 SECTION XV 


15- 204.2(e) Depreciation . 


Comment: With minor revisions it is believed this section will adequately 

handle most of the problems which have arisen on this subject. Suggested re- 
visions would (1) provide in subparagraph 3 ii that depreciation for contract 
costing purposes in the post- emergency period should be allowed on the unre- 


covered cost of the facilities, (2) delete the reference to current and 


immediately prospective production in paragraph 4 on the ground that this pro- 
vision should include all such facilities reasonably necessary for standby 
puiposes for Government work in general and (3) to forestall misinterpretation 
of subparagraph 5# provide that because an asset has been f ully amortized it 


should not be considered f ully depreciated. 

Suggested Revision : 

. .. (3)(ii) after the end of the emergency period, shall be computed by 

distributing the remaining andapaeeiated-peFtiea-ef-the cost of the emergency- 
facility not so recovered over the balance of its useful life. (bHt-Bee-?44 

belew^t-^re^ied-the-yeasaiHiag-'UHdepreeiated-pertiea-ef-sHeh-eest-shall-aet-ia- 
elHie-aBy-ameaat-e#-aaa?eeevea?ed--tTOe-depreeiatieB. ” 


* Depreciation on idle or excess facilities shall not be allowed 

except on such facilities as are reasonably necessary for saraeat-aad-iHaediately 
prespeetive-paedaetiea. standby purposes. 

(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Special amortization r ecorded 
gn the contractor s boo k s in accordance with a certificate o f necessity is not. 

to be considered, as depreciat ion for the purposes of determi ning whether an 

asset has been fully dep r eciated ^ Use charges for assets not frill y ^predated 
on the contractor 1 s books are unallowable • 



o 

4i)-th@-&R9UHt-eeat2>ihuted-UAdeF>the-piaa-£®p 
that yea?* e? 

15^ 9S the fcefc&i eeapensatien efcherwiae paid i 

B 

9v aeepued in *hafc-yea? te the iadividuaia 
severed under the pi an; 
whieheve? ia the iewer. 
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NSIA SUGGESTED REVISION TO 
DQD DRAFT 4/20/56 SECTION XV 


11-204,2 fp) Food Ser vice Costa and 


Comment i This classification has become a widely ueed end generally accepted 
coat of doing bueineae. Such programs haw. been generally adopted where they 
prowe of direct benefit to the operations of the contractor, lie expanse of 
conducting the., operations, which is a form of fringe benefit which employee, 
expeot, should be clearly allowable and abould not be dependent upon an intention, 
of the contractor to operate the service. a t either a profit or no loss. The 
gains and losses should be allocated to all benefited aotiwitie's and losses 
should be allowable subject only to the test of reasoaabli.es. and alienability. 
This class of expense should not be lifted to operations conducted "at the i 
contractor's facilities* because frequently cafeterias or dining room, and similar 
service, are provided off the premise, due to space limitation, or the .xdst.no. 
of desirable facilities conveniently located nearby. 

Suggested Revision* 


previded-fer-ia-the-eeatFaet# •w*d-ae-a-eee*-H»leea-epeei#ieally 


r i 


NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION XV 

15*204.2(1 ) Insurance and Indemnification. 

Comment: (3)(ii) Deletion of this subparagraph is recommended because such 

insurance has become a recognized element in doing business and the entire cost 
should be allowed. 

(3)(iii) These costs should be allowed unless the Government has 
specifically relieved the contractor or his subcontractors of the risks by 
contractual agreement. 

(3) (iv) Provisions for losses under a self-insurance program should 
be allowable if such provisions are established on an actuarial or historical 
basis. 

(4) It is recommended that this paragraph be deleted. It is 
logical to assume that normally both the Government and the contractor will 
desire to insure that adequate coverage is obtained. It would appear that in 
the absence of negligence on the part of the contractor indemnification by the 
Government against liabilities not compensated by insurance would therefore of 
necessity result from some totally unexpected occurrence which neither party 
could reasonably anticipate. For this reason, it is patently unfair to make 
the contractor responsible for insertion of express provisions to cover such 
contingencies. 

Suggested Revision : 

(3)(ii) eesta-allewed-fey-use-aHd-eeeugaHey-iHsuraHee-shall-'be-liHited 
*e-exelude-eevej?age-ef-ppefit y -iHteresty-Federal-iHeeae-taxes*-aiid-aHy-etheF 
iteas-ef-eest-UHaliewable-uHdep-this-Papt; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned property are unallowable except to the extent 
that the Government flhail-have-appFeved-er-requiFed-sueh-iasHraiiee-er-reeeyva; 
has specifica lly relieved the contractor or his subcontra ctors of the risks by 
contractual agreement. — — ■ 


NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION XV v 


(iv) •ests-ef-pyevlSiBg-a-yeaerye-fey Provisions for losses 
under a self-insurance program established on an actuarial or historical basis 
are unallowable ©aless-the-pyegyaB-feas-bsea-appyewed-by-the-Jttlittoy-BegaytaeHfc 
©©Heeyaedf-aad subject to the. tests of reasonableness and allocability under 
paragraph 15- 201 * 

(.4) She-G©veyBHeH%-is-©bliga%ed-%©-iHdeHHify-the-e©»%yaet©y-©Hly-*© 
%he-© 2 £teat-dxpy©ssly-py©vided-fey-iH-the-e©ntyaeiv— SheFdfdye 7 -exeep%-as-©the»> 
w48e-ej^ye88ly-pF©vid8€-f©F-im-thQ-e©Htpa8t 7 -a8t\4al-l©8se8-a©%-yeiabH3P8ed-by 
4m8uyaa8e-4%hy©Hgh-aa-appy©ved-89lf-iHSH3?aaee-py©g3»aBi-©y-©%h©FWi8e4-aye-uBall©w- 
able.* 






NSIA SUGGESTED REVISION TO 
DOD DRAPT 4/20/56 SECTION XV 


15«204.2(k) Maintenance and Repair Costs . 

Coament: It la recommended that subpara^aph 2 he deleted. In any operating 

Plant and machine there ia usuaUy acme element of deferred maintenance, and a 

combination of engineering and management skills ia necessary if undue tear. 

Plant breakdowns or other undesirable results are to be avoided. Moment's 

decision as to when to repair is usually based on whatever action, or inaction 

as to maintenance will produce a minim™ effect on cost. Peferred maintenance 
arises from such causes as: 

1 . inability to close a plant or part thereof, or remove a machine 
for repair without interfering with a production schedule. 

S. The scheduling of periodic repair periods during which accumulated 
repairs and overhauls are made. 

3. The relatively high cost of overhauling a single item as compared 

with the collective overhaul of a group of items during or following an operatin, 
period. e 

4. The lack of need for future efficiency as in the case of an item 
which is to "be disposed of. 

Military auditors and contracting officers will not be able to deter. 
*ne (a) deferred maintenance arising out of abnormal operating conditions and 

(4) when deferred maintenance has been delayed for a future period. It is be- 
lieved that the retention of subparaaranh ? 

, „ ^paragraph 2 will cause an increase in the number 

Of costs questioned- and can only result ^ nwo 

my result in prolonged Justification and argu- 
ment and undue delay in settlement. 

Suggested Revision ; 

* — 


NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/ 5 6 SECTION XV 
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(a) MATSRTAT. more 

Comments (1) . No Comment 

C 2 ) No C omment 
(3) No Comment 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION XV 


15-204. 2(o) Patent Costs. 


Comment: It is believed that all costs leading to the issnance of patents as 

veil as infringement, investigation and litigation should he regarded as allow, 
able costs. The wording in the proposed redraft is unduly restrictive inasmuch 
as it implies that only those costs specifically mentioned are allowabl e. The 

last sentence has been deleted since it appears unnecessary and in conflict 
with the rest of the paragraph. 

Suggested Revision: 


HHt! «■ ^ 

and other documents Feauiyed-bv-tha 1 s axscxosures, reports, 

^^ 4 . , a«±^«w--sy- : 6 fla-eeHtFa 8 t and of searching thi» +_ 




15-204.2 (p) Pension 

Part 6 of Section W heretofore ..t forth interpretations of the coat 
principles applying to penaion and retirement plana. Such interpratationa 
»ere guiding rather than mandatory. Ihis propoaed paragraph inolndea Serial 
prerioualy aet forth in Part 6, if Part 2 ia to he incorporated in contract, 
a. in the pact thia in result in the incorporation of procedural natter 
rather than of baaic principle. Thia can give riae to aarioua negotiating 

P ™ bW - " * the material in Part 2 could he confined 

to the baaic principle that penaion coata are allowable. Separately there could 
be aet forth in a related Part, suoh a. Part 6, interpretation, and cth.r 
naterial necessary for the guidance of auditors or contracting officer,. 

I. addition to the above general suggestion the foiling cent, are offered 
on this paragraph and hare given riae to the suggested r.Tisic„ 

(1) Pension plana of cceroial enterprise, (other than tan-.ne.pt, non-profit 
institutions) are already subject to the approval represents of the Internal 
H«.uu. Service. Approval by the Military Departnenta could b. an unnecessary 
burden and anpenae since penaion plana of individual firm, ar. formulated with 
the approval requirement, of the Internal Bev.nu. Service in nlnd. 

(2) Pension and retirement plana may be established which are dependent 

upon profit,. Such plana, if approved by the Internal Hevenue Service, should 
be acoeptable to the Military. / 

(3) Allowable coat, of penaion plana should not be limited by the amount. 

Claimed and deductible in the current tamable period. Allocation of coat 
between years on the basis of Internal hevenu. technical IPta, which may 

fallow in one year and pic up in subsequent years, is impractical and should 
not be required sc long as a consistent method of contribution i. followed by 


Methods 
effect 
required. 
Methods 
of basic 
based on 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT k/20/56 SECTION XV 


15-204. 2(r) Professional Service Costs - Legal, Accounting, Engineering and Other . 
Comment: (l) This paragraph as written singles out the costs of professional 

services rendered by members who are not employees of the contractor, and esta. 
blishes factors for determining allowability which are inequitable.. Whether or 
not professional people are on the contractor's staff or separately engaged 
should not be a factor in determining the allowability of the costs of their 
services. 

(2) In addition, the past pattern of such costs, the impact of Govern- 
ment contracts on his business, the nature of his own organization, etc. should 
also not be determining factors as to allowability. The scope and extent of 


Government regulations, the changing requirements of contract clauses and peril 
of loss in connection therewith make it necessary that the contractor avail him- 
self of professional assistance. As a class, such costs should be allowable 
subject to the application of the basic principles and standards set forth in 
15-201 relating to reasonableness and allocability. 

(3) The cost of successful defense of anti-trust suits and the 
successful prosecution of claims against the Government should also be allow- 


able. The last sentence appears unduly restrictive. Rather than restricting 
allowability to those instances in which provision is made in the contract, it 
is recommended that such costs be subject only to the test of reason and alloca- 
bility. We suggest the clause be rewritten as follows: 


Suggested Revision: 

Costs of professional services rendered by the members of a 
particular profession whether a3 members of the contracto r's organization or 

l f - ^K e KA eng ^ g ?^ V ? T g9 " H9t ~ effigi9yeea ~ Q ^~ ;fek9 ' e6R ^ ga9tsg are allowable, sub- 
ject to_ (.2 ) and (3) below, when reasonable and allocable in accordance with the basic 
g giaciples and standards of 15-201 . in-rela tlea-te-the-serviQes-geBAered-aBd 
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NSIA suggested revision to 
DOD DRAFT k/ 20/56 SECTION XV 

(*) RENTAL COSTS (INCLUDING SAIE AND~IEASEBACK OF FACILITIES ' 

Comments (l) No Comment 

• (2) Tti e deleted provisions would actuallv oenalize 

from common control as with the contractors who have conventional le ^ ing u 

the rental charges are the same for both or where the even though 

actually lower* It would be very Lre lndJed to flS fjonvenSf^l ^ *** , 

the rental rate is equivalent to i normal costs, such as deprecUttof' Si "I" 6 0lJy 
and maintenace expenses. depreciation, taxes, insurance 

t 

(3) It is. recommended that Clause (3) be modified sinre n a „ M ti\ 
to provide adequate safeguards. This clause amarL+iJ °7 7 81nc ? Clause (1) seems 

from a possible situation where rental under a* leased* wITs^t at°^ Ct Gov ® rnment 

value. The basic rule of reasonableness set forth in Clause (l) J i! ™-gh 

rates must be reasonable in light of the tvna n** J-ause v±; which indicates that 

of the facilities leased, “pplfrs to Slstbl’clft, Bxp ! otana ?-> condition, and value 
clause is permitted to re main as is i?tL t r^JnI+^ Unent ^° II ^ lete P rotecti °n. If this 

be penalising companies who have sfir^inSSIic°II;a^L^r“ e ' ,t T” 11 ? 
companies holding conventional eases It IHia I * arraB S eme " t 3 as contrasted with 

tioSal lease whole tSTSEZagST wls el JSJLS't^LS*? “T* t0 V* J “— 
i***«*».«a ttottototo 

adequate protectionist’ I??,III'?e the u° OTern ®“ t 1130 tas (l) 

terms under a leaseback, so aslo parri!' 1 ...' 1 !! 1 ' 6 ? contractor might arrange option 

substantially less tton its Iflul alTleSTl S m a " °f | he pr0 P ert 7 at -Price 
Clause (l) provides for a check of ont-inn a rental payments. Note that 

rental agreements for the 3 ° f 

Suggested Revisions ; 

property are ailLablefif the t rates 1 ^ , r eas^SlA , * an f- e ?J iP ^ ent other personal 
type, life expectancy, condition and value of the fjSn*+? t °f such factor s as the 
and other provisions of the rentaTagreementf th facil:Lties leased .i options available, 

zations under common control ^xoou 1 R divj -sions, or organi- 

charges do not exceed the normal n f rmnnimii-^ allowable to the extent such 
to«^e^aa4-mateten^J!; ^!rt?f7 1B ^^ ah - aa -^^* a btom T -te 3 ,e., 
etfeey-al l e w e d o oo t e. rental costs for f-Baeh-eeete-Bhall-dHBlieate-af^- 

~ Costa for sm ^ r P roperty from other sources . 

costs specified^in the 6 sale eba^ 1 Cailjr p f ov f ded 111 the contract, rental 
selling plant facilities to investment orpa^Af 6111 ^ lnc J Pred .' b y contractors through 
to private investors, and concurrently lea«Hnfr v. 1 °^ , + f Uch as durance conqjanies, or 
only to the extent that such ^e£Ss h« °* ? th ® Same f a oilities, a^e allowable 

**™M***r*^^ ^T 1 rSntal cc?sts 

We» i -i««« iW 4_ fea 4_ tke _ Qefi ^ Jae4 e «7-fee?He-by-the-le6eei a -¥fMeh-we«i4_fe av e 

property from other sources . ^aaned-legal-^e-te^he-faeAlAt^e.. ^ similar 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION XV 


15-204. 2(u ) Research and Development Costs . 

Comment: (2) General research covered in this paragraph should he allowable 

subject to the application of the basic principles and standards set forth in 
15-201 relating to reasonableness and allocability rather than being dependent 
upon specific contract coverage. In addition, the last sentence of this para- 
graph should be deleted. Agreeing to divulge results is a very unfair condition 
for deter min ation of allowability because general research is of benefit to all 
business. By agreeing to divulge results of such research and with no protection 
or guarantee that such information will not be made available to others, research 
upon which a contractor may have devoted millions of dollars and for which the 
Government is only a partial contributor can be forfeited to competitors at no 
cost to them. This appears particularly inequitable in view of the fact that 
the Government has no need for such information, since the results of general 
research can be applied to Government production and the Government cam be auto- 
matically apprised and benefit from such results without it. 

(3) In connection with related research on a product or product lin e 
to which a specific research and development contract relates, there is just as 
much benefit accruing to the research contract as would accrue to a production, 
contract. Therefore, no distinction should be made as to allowability of cost. 

In addition, the last sentence of this paragraph should be deleted for the same 
reasons as enumerated in (2) above. 

(4) This paragraph requiring research and development projects to 
absorb indirect costs should be deleted since it is inconsistent with the prin- 
ciples and standards proposed in 15-201.4 which permits the consistent applica- 
tion of accounting principles of the contractor. 


NSIA SUGGESTED REVISION TO 
DOD DRAFT 4/20/56 SECTION XV 


(5) . Revision of this paragraph is necessary to preclude automatic 
disallowance of research costs deferred from prior periods pending the deter- 
mination of the proper accounting disposition of those costs when such costs 
would otherwise he approved hy the Contracting Officer as allocable research 
costs at the time proper disposition can be determined. 

Suggested Revision; 

(l) Research and development costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research, also referred to as basic research 
fundamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research. 


(2) General research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary Aim of 
the investigator is a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. Costs of indepehdent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable if reasonable and equitably allocated to all work 
of the contractor. te-the-extaat-speeifisally-gFevided- iH-the-eentyaet* The 

«entFaetea?-shail-4iselese-te-the-GeveFHmeHt-the-p«ypeees-aHd-reeults-ef-sueh 

iHaepeadeat-geHeral-researekw 


(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production engi- 
neering (see (1) above). Costs of a contractor's independent related research 
and development (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable under any cost-reimbursement type produetien contract: 
provided the research and development are related to the contract product line. 

^-H^^-^^er-that-the-eeHtraeter-eLiseleses-te-the-GeverBment-the-gurpeies 
aad-JFesults-ef-the-researeh-aHd-develepaeHt,— Sueh-eests-are-usallewable-uader 
eest-Feimbursemeat- tyge-reseaa? eh- and- development- e eatraet s . 

lade peBdeHt-FeseaFeh-aad-develepaeat-prejeets-shall-abseyb- their 
4 % ^ f " the " iHdi3?00t ‘ ee8%S " ef ” %ke " d8pai?ta8a *' wk8F9 ‘ tk9 “ weyk " iB -^ e * , “ 


(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior to 
the award of a particular contract, shall not be allocated to that contract un- 

co ntracting officer or allowable as precontract costs (see 


NSIA SUGGESTED REVISION TO 
DOD DRAFT k/20/56 SECTION XV 




(v) ROYALTIES AND OTHER COSTS FOR USE OF PATENTS 


Comments: Royalties and fees paid for the use of patents are normal expense 

items and allowance thereof as a cost against Government contracts should not be 
subject to specific advance approval. The Government is adequately protected by the 
test of alloc ability and no further restrictions appear to be necessary or warranted. 

Suggested Revisions: 

Royalties on a patent or invention, or amortization of the cost 
of acquiring a patent or invention or rights thereto, necessary for the proper perform- 
^+ 6 f 0n ^ ract f nd a PP 1 i®able to contract products or processes, are allowable 

to the extent e^preeely-eet-fepth-iH-the^eeRtpaet-ep-ethepwiee-attthepiaed-by-the 

e0HtraetiKg-0ffie9i*t-e?evi4ed-fehat-wher9-the-SevePH»eRt-hae-a-lieeHse-e?-%he-?i s kt 

^rf ye !‘^ 8e r® # " %h f" P f t f Rt " e? ' iHveH%4eft ^ BHeh -^ B ^ B - iai, «-’«»ii«wablet-aR^previde4-furthen 

^^l!Sr‘^ui‘ ?a ^ eR w‘ ka8 " feee8 ' addH44ea4e4 ‘^" ke " iftvaiid - eHeh -® e8%B - iae ^* ,e ^-^ePeafi e ? 

are - ur allowable r such costs are allocable to Government^ contracts'. 




ouuuj»tj«uj iiEvISION TO 
DOD DRAFT h/20/$6 SECTION X7 


(w) SEVERANCE PAY- 


contraS^e •££<“> « —-to*. that all 

would be recoverable. This would create a lack of f seTerance payments 

which n either the contra ctor or the Government wou&: fiid^crepteble? 16 ” 11 oontracta 

and infeasible. lX°?act U b0 *h' Impracticabie' 

over a number of years would Make iHmpossibU^f « tend ba <* 

Suggss ted Revisions i 

payment in addition to reguIar^alarL^Md^pI 8 ^^^ t0 aS dismissal wages, is a 
employment is being terminated Co^., 8 ^ ag 3> ^ contractor to workers whose 
extent that, in eafh ca^t is ££££ £7 ITZ all ° Wable 

the contractor' s part, > }$ Sll? ^ 

<*> Coats of aervance payments ape divided into two categories aa follows, 

U) woTpeSlr^t^t^^ -T 1 be aUb = aba < 

the contractor pr^idef 3 ***** 0r > wher « 

ances such method will be acceptable °if P fh f0r n0 f nal sever ” 

accrual is reasonable in S li£h+ P ^° le ^ ^ he ^onnt of the 

normal severances over a renrosftnt PfY^nts actually made for • 

amounts accrued are allocated to all 1 ! 6 £ a3t S eriod > .**& ** 
contractor's plant} and V * arL Work performed in the r 

of work whL^hLrC^rreSSL^ir^. 111 ^ 6 UP ° n cessati °n ’ 
employment on otheri^S bl P ros P®ct of continuing 

eapleyeee-asd-e^feafeiy^i^ ea%ed 4e tow a iaete^ 

finai-^leafie-Bay-fee-aadf 

sevep*i^e_p a y_ aii ^ b ^_ 4 ^^^^“J®~-® a ^^ie~te-aee«ae-thet 
future. ^Q-^fe^8Htj>aet- wiU - b e-«a4»-ja-the 


/ V . ' ' 

(cc; TRAVEL COSTS ----- _ f 

Comments (1) No Comment 

“• ■“ -- ««. - 

(3) Comments in (2) ,w. ^ " TOrranted - 


(3) Comments in (2) above appijr here as well> 

•Kr ^ obtaining contract- 

permitting quick eontoacto^f Lion e i 1 d1cSo'nr ment ' *“ ^ 
jfoggs s'ted Revisions * 

at . a * t 



r i 




Oc-«.t= Contribution. end Donation, incognita* for llc _ 

should bo allowable subject to th. , Imposes 

allocablllt te8tS Md 

7 - lte " « • sstss.ary business expense ad t 

Is being looked to and ha. a civic 7 

Ihasaclwic responsibility to bear it. share of 

expeases related to local «+. +a 

' aBd natioaal community activities as 

represented by non-profit health, welfare ««rt ^ 

Governa.nt policy has b t educational Institutions. 

Policy ha. bee. to encourage Industry m these regards and the 

cost, there, haw. bee. reused lor Inc. tax purposes. 

Suggest^ R^TlTlnil 


Contributions and dona««»« 
^i^aaisaiionssuch w.s.if!,!! e " m,aiWbia 



i5-e©ifr3-(d> 



Comeat: Such costs should he allowable to the extent that it can 

be demonstrated that such expenses are ordinary and necessary to the 
business of a Contractors 


Costs of amusement, di version, soci.al activities and incidental cos * a 
relating thereto, such:^ meals, lodging, rentals *2 
gratuities are unallowable. ( # 






n 


S * 


i*-2©W3-fi> 15-2Q4.2 ( ? g ) 


RECOWV ifiiSIOy COSTS 


;77 ! me ” ‘ - - — P-t changes in order t0 

ntroduce Covenant exacts Into Ms production, the cost of th 

contract, is not complete unless it include, both the cost of i " 

- th. cost of restoring the facility to it. original condition ” ^ 

Z7T ^ ^ — — s to the costs of, 

removing the contractor, ovn facilities vhich vere converted to 
acquired for th. production of Government verb and al “ 

cost. Of reestablishing th. facilities consistent vithT^ ^ 

MS — « — categories of cost L. " 

-. the introduction of Goy.rnm.nt business end should be ’ 

costs of Government contracts. 88 

This section uses the term "incurred" h 
P«ted by the Government to mean " ' ' * lnter “ 

suth costs is Incurred at the ti ' ? *** llabuu f tor 

ernment business . Generally reconversion cost, are not pa id T ^ 

-r co^. tlon of perforce of th. Gov.rre.nt 
occasioned them, furtber^re, most of the cost, may „ ot b 

-il most or all of the contraCr, Government bTJ. 

hy the Defence Emergency is conmi + ccasioned 

' 7 18 con ^Pl®ted. Unless accruals fot» a 

are allowed as costs of the Government work which UC COStS 

contract, are in process' there i 

costs. Accruals in this £ ^ — - 

a m this category are not in th* 

m that, definite liability ha. been incurred *,11 ^ ^ " COnUOSenC:l * s ” 
volved may not be susceptible to exact det.rein.ti “°“ tS ^ 

able accruals should be allowed. & °° ^ advance > reason- 


Suggested. Revision : 

Reconversion costs are those incurred in or accrued ^fnr t-.ha 
restoration of the contractor , »-*'>faol 5 l^M^s , '^d u approxinate the same physical 
arrangement and condition existing immediately, prior to commencement of the 
military contract i vork .jij^^wtnitf^rf^^^&IP-remoVai-of-SoTernment-property. 
Reconversion costs are allowable . Reeenvers±on-expenBes-are-n©b-alievab±e 
exwpt-tha>-the.^est^of-rem«»infe^^^Sit-preperty-attd-the-reeteratien 
eeebe-eatteed-by-sueh-remeval-are-allevable-if-speeifieaily-proTided-fe? 

in-the-eentraet. . . 


f-n; 




o> 



t * 


15-29W3-fe)- 15-20^ .2(hh) Excess Facility Costs 

Comment: Industry is continuously faced with changing needs for plant 

capacity because of changes in production levels. Such fluc- 
tuations may result from doing business with the Government. 

To the extent that excess plant is reserved for Government pro 
duction the cost of such capacity should be recoverable as a 
charge against current Government business or recovered under 
a separate Government contract. Circumstances may not always 
justify a separate contract. 

Suggested Revision: 


22 lile “5 “ ceB8 
mediately prospective production purpos^ and 

of excess plant capacity reserved fS The costs ; 

production shall h» ^nLvi,. nni / , i # * B9 *7 ffi ® biitaa ^ t<Wi -Qoverrunent 

Zt \ separa te nm.X ^ ~ f " r11nies g^tET^bJect 


RE-WM-fa)- 1 ^204.2 ( 11 ) Interest m other Financial Erg ens 

Co-eat, MU rieva upon this subject vers presented to the Honorable 

Charles B. Wilson in a letter dated 3 September 1 95 * attached to which 

was a statement entitled "Allowability of Interest on Borrowed Capital 

in Military Contract Pricing”. Supplementing these, a letter dated 

February 7, 1556 was submitted to the Honorable Reuben B. Robertson, Jr 

»/ Mr. I. K. Richard, enumerating further reasons why these cost, should 
be alloved. A copy is attached. 

.Suggested Bevlsiont 

22 

abie-e«.pe-fe r -S t< ^.^.^. t !4 »^t«f ther eto are allowabl..unalie,. 


NATIONAL ASSOCIATION 

°f 

MANUFACTURERS 

or the states or amer.ca 

EAST 48th STREET • NEW YORK 17, 


OASD(SfcL) 

MfcR Routing 

Act I nfo, 



Mr. Lloyd H. Mulit 
Director of Requirements,, Production 
and Distribution 

Office of the Assistant Secretary of Defense 
(Supply and Logistics) 

Room 3E822, The Pentagon 
Washington, D. C. 

Dear Mr. Mulit: 


dp py filed’ in: 
i: °' 

DMe JWT" 


4 7956 


On behalf of NAM»s Government Contracts Committee I should like to thank vn» +*» 
having our representatives attend the May 21. 1956 meeS™ IT ly* p ^ for 
discuss ths April 20th Revision of ASFBHrt 2, < , 

, tfd3 «*««• ot views create, k favorablfitS^S 
appreciation between Government and industry repre««,tative. of^^LLTS^ach. 

of Cost Principles, with SJ ZZ ”T ed Mt 

s£Ssst^ we 

S^e^eS aETSfSS n ° «-« b ° — . 

sis- 

avoid any sdsunderetanding or misapplicati^ ** re7ision necessary to 

t ^ SeeU0 “ h* ““ ded « 

15-204.2 (d) Compensation for Personal Services 
Delete the following at the end of the paragraph: 

”tSL P Jf?,? POn ! Mc V efe r? d cessation benefits are based, other 
+h^ fl ^?f i KT plans J * ee (P) W») shall meet the requirements of 

r? 71 ^ 0113 ° f ^ Internal Revenue Code and the regu- 
lations of the Internal Revenue Service. Also, the amount allowable 

Sin St SSe^ ^ apportioniMnt to contracts in any one year 


* * 


Mr. Lloyd H. Mulit 


June 1, 
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(i) the amount contributed under the plan for that year; or 

(i±) 15% of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan; 

whichever is the lower." 

15-204.2 (u) Research and Development Coats . 

Delete from paragraph (2) the last sentence which now reads: 

"The contractor shall disclose to the G o v e r nm ent the purposes and 
results of such independent general research." 

Delete from paragraph ( 3 ) the last portion which reads: 

"and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development. 

Such costs are unallowable under coat— r eimbu rsement type research 
and development contracts." 

It would also be necessary to change the preceding phrase of the draft so 
that it would read "are allowable under any cost-reimbursement type con- 
tract" Instead of "under any cost-reimbursement type production contract". 

In other words, eliminate the word "production". 

Furthermore, it appears that this latest revision may result in contractors absorb- 
ing even more of their business costs than under present Section XV. Hence we feel 
that the revision finally adopted should not under any circumstances be appli- 
cable to current contracts. During the discussion at the May 21 meeting, Mr. Pilsen 
of your office advised our representatives that a statement would be included to the 
effect that the new Section XV would be applicable only in the case of contracts 
entered into ninety days after its publication. This would, of course, cover our 
objection. 

We should like to emphasize and supplement the foregoing and are, therefore, enclos- 
ing as Attachment A detailed views on a number of provisions which we consider to 
be of extreme importance to industry. It is our hope that the Department of Defense 
will be receptive to these recommendations which we believe would prove fair to both 
Government and industry. 

Generally speaking, our comments on the present revision of Section XV are the same 
as those submitted with respect to the draft circulated about a year ago. These 
views were forwarded to Admiral Thomas by letter dated June 20, 1955, a copy of which 
is also enclosed as Attachment B. 



Mr. Lloyd H. Mulit 
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June 1, 1956 


We know, of course, that careful consideration will be given to our suggestions and 
shall be glad to discuss them further at your convenience. In this connection, our 
representatives advise that the desirability of even more discussions between those 
drafting policies and industry members affected thereby, was emphasized at the 
meeting. By* so doing, we believe considerable progress could be toward arriv- 
ing at statements of principles agreeable to Government and industry. 

Sincerely yours, 

George P. F. Smith, Chairman 

NAM* s Government Contracts Committee 


GPFSsrce 

Enclosures 



NO INCLOSURES RETAINED 

INC" .... - 



* * 


J 


ATTACHMENT A 


SUGGESTED CHANGES TO ASPR SECTION XV. PART 2 
PROPOSED REVISION (April 20. 19561 


15-203*1 General* 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but normally no in-ne-ovent longer than the contractor’s 
fiscal year* When the contract is performed over an extended period of time , 
as many such base periods will be used as will be required to represent the 
period of contract performance* 

COMMENT 

The second sentence in this paragraph includes the provision that 
the base period for determining overhead would be "in no event 
longer than the contractor’s fiscal year." This arbitrary re- 
striction seems unnecessary and we would recommend that the 
wording be changed to read as indicated* 

15-203*4 Selling and Distribution Costs. Selling and distribution costs arise 
through marketing the contractor’s products and include the costs of sales .r 
promotion, advertising, distribution, and other related activities. Generally, 
eHeh-eeste-are-net-allewable-ae-a-eharge-te-Gevemaent-eest-relaburseaent-type 
eeRt3*aet6-4but-eee-A§PR-l$-204-r24fe}}* Hewever, Subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting, and other beneficial services, and 
which are for purposes such as application and adaptation of the contractor’s 
products, rather-than-pure-eelling, are allowable if a reasonable benefit to 
Government contracts is demonstrated* Such costs shall be allocated to the 
contractor’s commercial work and its individual Government contracts on an 
equitable basis* Because of the special problems that arise in this area, the 
contractor should identify in its records, by means of sub-accounts or other- 
wise, the items of selling and distribution cost considered properly allocable 
to Government contracts* 

COMMENT 


Before revision, this paragraph states that these expenses are 
unallowable unless a "reasonable demonstration of benefits to 
Government contracts" can be shown* Our suggested rephrasing 
switches the emphasis from generally unallowable to generally 
allowable* Since bidding expenses are recognized as allowable 
items of cost in 15-204*2(b), we believe that other types of 
selling and distribution expenses should be treated in a like 
manner. 

15-204*2 Costs Allowable in Whole or in Part* 

(a) Advertising Costs * Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, outdoor f 
advertising, dealer cards and window displays, conventions, exhibits, free goods 
and samples, and sales literature* The following advertising costs are allowable! 
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(i) Advertising in trade and technical journals, provided such adver- 
tising does not offer specific products or services for sale but 
is placed in journals which are valuable for the dissemination of 
technical information within the contractor’s industry, and 

(ii) Help wanted advertising, as set forth in (s) below. 

(iii) General institutional and educational advertising should be evaluated 
as to allowability in the light of direct and indirect benefits to 
Government business . 

fiv^ Product advertising i3 a selling and distribution expense and should 
be allowable in accordance with paragraph 15-203.4 to the extent 
properly allocable to Government business . 

A X A j tma 4- 4. ^4 w n ja aa £1 _ lA l A 

HXE v OOP CU'U ttHftgJvnqwSTy 0 

COMMENT 

These changes will permit consideration of cases where advertising 
charges are part of Government contract costs. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (including 
costs in excess of normal plant protection costs, first-aid training and sup- 
plies, fire fighting training and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) usdegtaken-ea-the 
eeatpaete g ifl-g g eaieee pursuant to suggestions or requirements of civil de- 
fense authorities are allowable when allocated to all work of the contractor. 
Costs of capital assets acquired for civil defense purposes shall be depre- 
ciated in accordance with (e) below., Exeept-ae-epeeif±ealiy^fgevi4ed-feg-iH 
the-ee fi tg a ett-eeatgibHtieHe-te-leeair-ejiVil-d efeH e e- faHde-y-eg-te- p yejeete-fiet 
en— th e -ee i fttgaetey^e-pgegaeeey-a g e- ufial lewable • 

= COMMENT 

In the public interest, many contractors enter actively into 
civil defense programs of their community, even to the extent 
of loaning equipment and personnel to take part in the over- 
all program. As a matter of public policy, the Government 
encourages support of these programs by industry. Disallow- 
ance of such costs cannot fail to discourage this active 
participation by manufacturing companies. At the very least, 
provision should be made to make this the subject of special 
negotiation in the light of all attendant circumstances, 
without the need of negotiating a special contract provision. 



(d) Compensation for Personal Services * Compensation is allowable. The 
terra "compensation” includes all amounts paid or set aside, such as pension, 
retirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. The total compensation of an individual may be 
questioned and the amount allowed may be limited; and in connection therewith, 
consideration will be given to the relation of the total compensation to the 
services rendered. Compensation to sole proprietors or partners, however, is 
allowable only to the extent specifically provided for in the contract. Any 
H p«s-wfe±e h- deferred— e ompoH e ation - fe eflefite— are— baeedy-e tho r— than— geneieR 
4eee-4 p ~ ) " fe e 3; ew^7— ehaH-ffteet- the - r eqaire a e R t e -e f — the appl ie ablo pr evieiene 
eP_%fee^ft4e?nal-ReveH«e-ee4e-aRd-the-pegulatieHe-ef-the-5nte?fi«i-Revefiue 
Sepviee-. — UAlee T -4h9-aaeaRt-a31ewable-aflder-any-eaeh-flan-g or" - appor t i e » aent-te 
eeRtr a e tg - i fl-aHy-eRe- yoar - o hall-Ret-exeeed-* 

^ i ^- th e-aaeaRt-eeRtributed-URde P" ^h e- pl aa-fer-that-yearf— er 


4ii^5^g#-the-te4al-eeapeReatieH-e%herwiee-paid-er-aeer«ed-iR 


wfeiefeever-ie-the-iewerT 


COMMENT 

In general, the revision appears to recognize that compensa- 
tion of necessity must be adjudged on the basis of reasonable- 
ness. However, an arbitrary limit of 15% is used in deter- 
mining the allowability of deferred compensation. This 
limitation n ullif ies the reasonableness test and should be 
deleted. 


(e) Depreciation . 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which have been fully depreciated on the 
contractor 1 s books or acquired without cost. Special amortization recorded on 
the contractor* s books in accordance with a certificate of necessity is not to 
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be considered as depreciation for the purposes of determining whether an asset 
has been. fully depreciated. Use charges for assets not fully depreciated on 
the contractor’s books are unallowable* 

COMMENT 

To forestall an interpretation by Government personnel 
to the effect that an asset which has been fully amortized 
should be condidered fully depreciated, it seems that it would 
be desirable to insert in this paragraph after the first sen- 
tence the additional sentence included above* 

< (g) Food, Service Costs and Credits* Food services include operating or 
furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor’s employees 
at the contractor’s facilities. Profits (except profits irrevocably set over 
to an employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the employees at the site or sites of contract per- 
formance) accruing to the contractor from the operation of these services, 
whether operated by the contractor or by a concessionaire, shall be treated as 
a credit, and allocated, to all activities served* Reasonable losses from 
operation of such services are allowable when it is the* policy of the contractor 
to operate such services at a profit or at cost; provided , however, that such 
losses are allocated to all activities served* When— it— is— the- p e li e y - e f - the 
eeHtpaeter-be-fePHieh-eueh-eea?vieee-at-a-leee T -leesee-en-eueh-epe*abiea-shal±: 
net-fee-allewed-ae-a-eeet-UHleae-epeeifieally-pi’evided-fep-iH-the-eeuipaei. 

COMMENT 

Cafeterias, dining rooms and other food services are in the 
category of 15-204*2(f), ’Iknployee Morale, Health, and Welfare 
Costs and Credits*” It should not be necessary to negotiate 
a special contract provision to cover this item of expense* 
Notwithstanding the intent of making a profit, loss or merely 
to break even, the net cost or profit of operating cafeterias, 
dining rooms and other food services should be allowed in the 
same manner as health and welfare activities incurred for the 
improvement of working conditions, of employee-employer rela- 
tions and of employee performance* 

(i) Insurance and Indemnification* 

(3) (iv) costs of providing a reserve for a self-insurance program 
are unallowable unless if the program has been approved by the 
Military Department concerned; and 

COMMENT 

It is recommended that the present wording be revised as shown 
to eliminate the emphasis on the unallowability of such reserves. 

(4) Iha-GevQFsment-ie-ebligated-te— indemnify— the— eentyastep-enly—te 
the-esctenb-exppeesly-ppevided-fep-in-bhe-eentraet* — Sheyefe?e 7 -exeeBb-as-eiher- 
wiee-eaqspeeely-ppevided-fer-ia-bhe-eentpaety-aetual-leseee-net-peiBbupeed-by 
insuranee-tthneugh-an-appreved-self-iHeuraaee-snegpaa-en-etherwise^-ane 

unallowable* 


-5- 


COMMENT 

Although, we are not certain of the exact meaning, it appears 
to us that Paragraph 4 should be deleted* It is logical to 
assume that normally both the Government and the contractor 
will desire to insure that adequate coverage is obtained. It 
would appear that in the absence of negligence on the part of 
the contractor indemnification by the Government against 
liabilities not compensated by insurance would therefore of 
necessity result from some totally unexpected occurrence 
which neither party could reasonably anticipate. For this 
reason, it is patently unfair to make the contractor respon- 
sible for insertion of express provisions to cover such con- 
tingencies. 

(k) Maintenance and Repair Costs . 

(2) Gee t e- og - a aiflteRaaee- aR d- p egaiPir-whieh-epe-delayed-gpe m - a - p e p ied 
gp4ep-te-the-ee H t pa et- g ep-ee ao - pea ge » -e « eh-ae-ateBepRal-epepatiflg-e9H4itiefls-ep 
j^^t-e^-fRade- and - ap e-pepfegHed-dapifig-the-eeatpaet-pepiedy-ape-UHalle wa b l e- a a- 
le oO " op o oi£i e a 3: ly - pp e v i4ed-£ep- ia - th e-eeatpaetT--3a& k e w3 ;ee7-the-eetigate4-eee ; fc 

peried-ed-^he-eeatraet-ape-eRallewafele-uftleee-epeeifieaily-ppevided-fep-iH-the 

eentpaet. 

COMMENT 

The allocability of deferred maintenance expenses to Govern- 
ment contracts should be a matter of negotiation between 
the contractor and contracting officer. The stipulation 
that these expenses are allowed only if they are covered by 
a specific contractual provision is unduly restrictive. 

(m) Material Costs . 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable only to 
the extent of: 


(i) the cost to the transferor; ep 



-ep-eufc- 


whiehevep-ie-the-lewepy-waleee- f a e te p e-e thor - t h an - pri ee-wappant-aHewaaee-ea 
the- baoio" of the-eee% — fee— the-tpaHe^epep-f provided that, in the case of any item 
regularly man ufactured and sold by any such transferor through commercial 
channels, a departure from this cost basis is permissible if the charge to the 
contract does not exceed: 

(i) the transferor’s sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 


? 
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whichever is the lower, unless factors other than price warrant allowance on 
the basis of the transferor* s sales price to its most favored customer. 

COMMENT 

It is recommended that the deletion indicated should be 
approved in consideration of the administrative burden 
involved in its implementation. 

(r) Professional Service Costs - Legal. Accounting. Engineering, and Other. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense of 
anti- trust suits, and the prosecution of claims against the Government, are 
unallowable • Geete-ef-legaty-aeeeHfttiftgy-aHd-eeHeultiHg— aervieee-j—aH^-reiated 
eeetey-iaeua»ge4-i H -ee?»eetien-wi4h-j9ate Hi - i«f ri«ge a e ft t- M tiga%iefl-y-are- u n all ew- 
able-unleea— etheywiee-pyevided-feg-iH -the— eeatgaeb • 

COMMENT 

The last sentence appears unduly restrictive. Rather than 
restricting allowability to those instances in which provision 
is made in the contract, it is recommended that such costs be 
subject only to the test of reason and allocability. 

(t) Rental Costs (including Sale and Leaseback of Facilities) . 

(l) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors as 
the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental or leaseback agreement. 


(3) tfn^eee-ethegwiee-epeeifieal ly - gr e v ided-i n - tho - o eRtraetT-yeatal 

6eet o - qp ee ifi e4-ift-eale-aR4-leaee ba e k -egreegeft4fl7-4aeurye4-fey-eeRtgae4ege 



COMMENT 

We recommend the above changes on the basis that clause (1) pro- 
vides adequate safeguards. Clause ( 3 ) apparently seeks to pro- 
tect the Government from a possible situation where rental under 
a leaseback was set at an arbitrarily high value. The basic 
rule of reasonableness set forth in clause (l) , which indicates 
that rates must be reasonable in light of the type, life ex- 
pectancy, condition and value of the facilities leased, appears 
to give the Government complete protection. If clause ( 3 ) is 
permitted to stand, the Government would actually be penalizing 
companies who have sale and leaseback arrangements as contrasted 
with companies holding conventional leases. It would be very 


-7- 



rare indeed to find a conventional lease where the rental rate 
was equivalent to “normal costs, such as depreciation, taxes, 
insurance, and maintenance expense s ; * attributable to the facil- 
ities leased. Likewise it appears the Government also has in 
clause (l) adequate protection against any situation where a 
contractor might arrange option terms under a leaseback so as 
to permit re-acquisition of the property at a price substan- 
tially less than its value as a result of high rental payments. 
Note that clause (1) provides for a check of option arrange- 
ments and other provisions of rental agreements for the purpose 
of determining reasonableness. 



(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract, g h e-ee n - 
tgaetey-ehall-dieeleee-te — th e - G ovopniHOHt- th e' ' pu ppe ooo a ad-reeu lt e-ef — eeeh-ande- 
pendeftt-geHepal-peeeareh . 


(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of scien- 
tific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see (l) above). Costs of a contractor^ independent related 
research and development (that which is not sponsored by a contract, grant, or 
other arrangement) are allowable under any cost-reimbursement type preduetiea 
contract; provided the research and development are related to the contract 
product line and the costs are allocated to all production work of the con- 
tractor on the contract product line; aad -erevaded-f urther- that-the- e e n tpaetep 
d4ee l ee 6 e-te-the-GevegflaeRt-%he- ptu » g eeee- aa d-geeu l to- og -the-peeeage h - and - d eveleg- 
sea t * — S a eh-eeete-ayo-aftallewafele-URde P '- ooot - g eigfeupeeffleftt-t yp e-geeeageh-aRd 



COMMENT 

Agreeing to divulge results is a very unfair condition for 
determination of allowability because general research is of 
benefit to all business. By agreeing to divulge results of 
s\jch research and with no protection or guarantee that such 
information will not be made available to others, research 
upon which a contractor may have devoted millions of dollars 
and for which the Government is only a partial contributor can 
be forfeited to competitors at no cost to them. This appears 
particularly inequitable in view of the fact that the Govern- 
ment has no need for such information, since the results of 
general research can be applied to Government production and 
the Government can be automatically apprised and benefit from 
such results without it. 
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Xn connection with related research on a product or product line 
to which a specific research and development contract relates, 
there is just as much benefit accruing to the research contract 
as would accrue to a production contract. Therefore, no dis- 
tinction should be made as to allowability of cost. 

(cc) Travel Costs . 

(4) Costs of personnel movement of a special or mass nature are allow- 
able . only - wh ea-autheyj:-Be4-ei»-a pp p9 v ed-ifi-w p a!% iH g-by-tfee-ee«4pae%ifig-eff2reep • 

COMMENT 

Under this sub-paragraph the Government is denying recovery of 
personnel transfer costs, except as specifically authorized in 
writing by the contracting officer, when such transfer is of a 
"special or mass nature". First, "special or mass nature” is 
a matter of opinion and is not clearly defined. Secondly, if 
contractors were to accept such a restriction, CPFF contracts 
would not carry a fair share of these costs which represent 
present-day normal costs of doing business. Furthermore, dis- 
persion of activities is in accordance with Defense Department ? 
recommendations. In summary, we believe the cost of such 
personnel movement should be allowable, without specific 
authorization by the contracting officer. 

15-204.3 Unallowable Costs . 

(c) Contributions and Donations. geafcgafe u t ien e-aa4-4efta%ieas-age 
unallowable. 

Contributions and donations to established nonprofit charitable 
scientific and educational organizations are allowable provided that such costs 
are reasonable and are properly allocated to all work . 

- The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be .judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amount of each allowable contribution must 
be deductible for purposes of Federal income tax, but the deductibility of the 
contribution for income tax purposes does not in itself justify its allowability 
as a contract cost . 

COMMENT 

The necessity for supporting charitable and educational institu- 
tions, etc. is as normal a cost of doing business as is, for 
example, the payment of local taxes. Continuing support by 
industry of the country* s privately financed educational 
institutions is of paramount importance to the nation* s welfare. 

No one derives more benefit from such support than does the 
Government through its research and development contracts. 
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COPY WESTON ELECTRICAL INSTRUMENT CORPORATION 

NEWARK 5, NEW JERSEY 


June 20, 1955 


Rear Admiral L. H. Thomas, USN 
Office of the Assistant Secretary 

of Defense (Supply and Logistics) 

The Pentagon 
Washington 25, D. C. 

Dear Admiral Thomas: 

Attached is a statement of comments prepared by the Government 
Contracts Committee of the National Association of Manufacturers upon 
the draft of a proposed revision of Part 2, Section XV, Armed Services 
Procurement Regulation. 

We compliment you and your staff for developing this draft for 
industry* s consideration. We are all well aware of the difficulties 
encountered in its preparation and though we have certain serious objec- 
tions to it, we consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect today. 

We firmly believe, too, that the Office of the Assistant Secre- 
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have pr im ary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspects. 

We also want you to know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wish. We would welcome the chance to discuss the 
whole subject with you at your convenience. 

Sincerely, 

(s) Ross Nichols 

Ross Nichols, Chairman 
Government Contracts Committee 
National Association of Manufacturers 


NATIONAL ASSOCIATION OF MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 


STATEMENT RE MARCH 23, 1955 DRAFT OF 
PROPOSED REVISION OF PART 2, SECTION XV, 
ARMED SERVICES PROCUREMENT REGULATION 


Our views are broadly divided into General Comments and 
Specific Comments. In the former category, we consider the following 
two fundamental issues* 

1. Proper Application of the Proposed Contract Cost 
Principles . Contract cost principles are an 
important tool in contract administration, but 
instructions for the use of this tool are lacking. 

Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rules governing their use. 

2. Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor *s Costs . Arbitrary 
disallowances by the Department of Defense of some 
of the contractor* s true costs are not consonant 
with sound business practice. 

In our judgment, these two issues override other considerations. They 
should be faced up to and clearly disposed of as a matter of first 
priority in the total undertaking of revising the existing contract 
cost principles. 

Our views on these two issues underlie the observations which 
are set forth in the second part of this statement under the heading 
of Specific Comments. Here we indicate our thoughts on specific 
paragraphs and language of the proposed revision. 
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GENERAL COMMENTS • 

Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 
from the manner in which the cost principles are used. The question of 
what cost principles say is, to be sure, logically distinct from the 
question of how they are used. The reality of the matter, however, 
demands that the two questions be treated as inseparable. For years now 
Part 2, Section XV, ASPR has asserted that the cost principles therein 
are for use in cost reimbursement type contracts, and for years the cost 
principles have been applied to fixed price contract situations so as 
virtually to transform fixed price contracts in many instances to cost 
type contracts. 

A bulwark against this undesirable trend in contract admin- 
istration has been established by Department of Defense Instruction 
. 4 IO 5 .H (November 23, 1954)* However, this single instruction is not 
enough by itself to reverse a long-standing practice of treating price 
revision negotiations as though they were on a cost basis. Military 
auditors, for example, are still under Joint Letter No. 12, which 
occasions the treatment of fixed price contracts as cost type contracts 
by emphasizing the use of Part 2, Section XV cost principles in fixed 
price contract situations. 

The point is that no matter how sound these cost principles may 
be, they should not be used to derogate contract pricing negotiations to 
a formula basis whereby price is essentially determined by adding together 
allowable costs and a profit allowance. There is need for specific in- 
structions delimiting the use of these principles, distinguishing between 
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two entirely different kinds of contracts — the fixed price type and the 
cost type. In the absence of such instructions, there is inadequate 
basis for assuming that the cost principles — regardless of their content— 
will not continue to be misused in pricing proceedings pertaining to fixed 
price contracts. 

These instructions must not only be controlling over the pro- 
curement line of command, they must also be binding upon the audit line 
of command. Indeed, the whole issue of the proper use of cost principles 
is wrapped around the relationship between military buyers and military 
auditors. The proper relationship is one where the buyers have the freedom 
of decision for determining when and the extent auditors are needed and 
how their findings are used. Similarly, as auditors are in a service role 
to buyers, they should not be placed in a position of dominating or second 
guessing the very ones whom they are supposed to serve. It is submitted 
that if the buyer-auditor relationship were better defined, much of the 
misuse of contract cost principles would be corrected. 

Our recommendation, therefore, is that the revised statement 
of cost principles should be accompanied by well-defined instructions 
delimiting their applicability. Such instructions, which should reflect 
the above considerations, might be set forth in an expanded Paragraph 15-200 
or in Part 1, Section XV. In any event, the cost principles should not be 
released without adequate guide lines as to how they should and should not 
be used, otherwise the same old abuses of the past may' be expected and the 
opportunity for accomplishing a major improvement in contract administration 
will not be realized. 


Extent to Which the Department of Defense Will Pay Its Fair Share 
of a Contractors Costa 

Our standard for measuring the validity of the several paragraphs 
reciting allowability or non-allowability of contractor costs is stated 
briefly as follows: 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractors costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such business. 

This is simply recognizing that the Department of Defense should pay its 
fair share of the contractor* s costs. Anything less is unsound business 
practice. 

General rules arbitrarily classifying legitimate costs of a con- 
tractor as unallowable for purposes of contract pricing are by and large 
inimical to the proposition that the government will pay its fair share 
of costs. Whereas under a reasonable allocation of costs to government 
contracts the government may very well not share at all or share to only 
a very limited degree in certain costs, the absolute disallowance of 
legitimate costs from any consideration regardless of their allocability 
to government contracts is detrimental to the full and proper use of cost 
type contracts. The revised cost principles should shift the emphasis 
from the question of what is allowable to the question of what is reason- 
ably allocable. 

Since varying circumstances defy the application of inflexible 
rules and since sound accounting practica is open to differing judgments, 
appropriate allocability of certain costs in a given set of circumstances 
might very well be expected to be a subject about which reasonable men 
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might disagree.- The resolution of differing opinions in such circumstances 
should be regarded as a matter of negotiation between the contractor and 
the contracting officer within a broad framework of good accounting 
practice and fairness. This approach toward handling cost allocation 
questions is in keeping with the reality that cost allocations in many 
instances cannot be determined with scientific exactitude and are not 
properly the subject of arbitrary rules. 

SPECIFIC COMMENTS 

15-201 - BASIC PRINCIPLES AND STANDARDS. Reference to the 
exercise of good business judgment as a factor in determining the allow- 
ability of costs is repetitive of the test of reasonableness and invites 
second guessing. Accordingly, the reference should be deleted. 

Provision should be made to recognize standard costs and 
associated variances whenever their use is consistent with the contractor’s 
accounting practice. Such costs are the equivalent of actual costs. 

15-202.1 - DIRECT MATERIALS. Costs of reasonable overruns, 
spoilage and defective work should be provided for. 

15-202.2 - DIRECT LABOR. Use of average or standard rates if 
such is in keeping with the contractor’s established practice should be 
provided for. 

15-203.3 - SELLING AND DISTRIBUTION EXPENSES. The broad state-* 
ment that these expenses are not generally allowable is unfair. The 
proper approach is to indicate that the government should pay its share 
of these ordinary business expenses to the extent that they may be 
reasonably allocable to government contracts. 


15 - 204*1 - ADVERTISING. The severe limitation upon allowable 
costs of advertising is unfair. The proper approach is to indicate that 
the government should pay its share of these ordinary business expenses 
to the extent that they may be reasonably allocable to government contracts. 

15-204.2 - BAD DEBTS. The flat prohibition of allowing bad 
debt expenses is unfair. Again, the norm of reasonable allocability 
should prevail. This is particularly pertinent to bad debts in connec- 
tion with subcontracting. 

15-204.4 - CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES. 

The limitation upon the allowability of these ordinary business expenses 
when the subject services are intentionally furnished at a loss is 
unwarranted. 

15-204.5 - CIVIL DEFENSE. The exclusion of contributions for 
projects not on contractor* s own premises is unreasonable. Effective civil 
defense cannot be localized to individual plant sites . 

15-204.6 - COMPENSATION FOR PERSONAL SERVICES. The arbitrary 
percentage limitations provided as tests of allowability of certain costs 
should be eliminated in favor of the standard of reasonableness. 

15-204.7 - CONTINGENCIES. Th« blanket disallowance of contin- 
gencies is unrealistic. When a liability exists, a reasonable estimate 
thereof should be permitted. 

15-204.9 - DEPRECIATION. As a matter of consistent accounting 
procedure and good business practice, depreciation recognized by the Inter- 
nal Revenue Service should be allowed. Double standards are undesirable. 


15-204.11 — ENTERTAINMENT EXPENSE. Unless there is an overriding 
public policy to the contrary, entertainment expenses reasonably allocable 
to government contracts should be recognized. 

15—204*12 — EXCESS FACILITIES. The proposed basis for allowing 
costs of maintaining and housing idle and excess facilities is too narrow. 
The government should share an allocable portion of the contractor’s costs 
for carrying idle and excess facilities which are reasonably necessary to 
his operations. 

15-204.15 - INITIAL PRODUCTION COSTS. Provision for possible 
disallowance of excessive initial production costs should be deleted. 

If the government does not choose to pay costs of a contractor under the 
indicated circumstances, it should terminate the contract. 

15-204.16 — INSURANCE AND INDEMNIFICATION. Intrusion of procure- 
ment agencies into areas which are management functions through approval 
requirements should be discouraged. The test of reasonableness of coverage 
and of rates is sufficient. 

15-204.17 - INTEREST AND OTHER FINANCIAL EXPENSES. To the extent 
that these expenses are reasonably allocable to government contracts, they 
should be accepted. 

15-204.20 - MAINTENANCE AND REPAIRS. The allocability of de- 
ferred maintenance expenses to government contracts should be a matter of 
negotiation between the contractor and contracting officer. The stipulation 
that these expenses are allowed only if they are covered by a specific 
contractual provision is unduly restrictive. 
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15-204.25 - OVERTIME, EXTRA PAY SHIFT AMD MULTI SHIFT PREMIUMS. 
Contractor should have reasonable freedom of judgment with respect to 
premium pay to indirect labor. The unqualified requirement for government 
approval is needlessly burdensome. 

15-204.27 - PENSION AND RETIREMENT PLANS. This paragraph, which 
now contains material beyond the requirements of a statement of cost prin- 
ciples, should be confined to the proposition that the government should 
pay such portion of the expense of Internal Revenue Service (IRS) approved 
pensions and retirement plans as may be reasonably allocable to government 
contracts. When these plans are not subject to IRS approval, the usual 
test of reasonableness should apply. 

15-204.30 - PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, 
ENGINEERING AND OTHER. Subparagraph (c) should be dropped. The cost of 
professional services in connection with organization and reorganization 
matters and with patent infringement litigation is covered elsewhere 
(15-204.23 and 15-204.26), and the cost- of professional services for the 
other purposes indicated in subparagraph (c) is an ordinary business 
expense of which government contracts should bear a fair portion. 

15-204.33 - RECRUITING EXPENSE. Costs of special benefits or 
emoluments should be subject to the contracting officer’s approval. Their 
unqualified disallowance is unwarranted. 

15-204.34 - RENTALS OF PLANT AND EQUIPMENT. As the general rule 
of reasonableness applies, the special regulations on sale and leaseback 
agreements should be dropped. 
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15-204.35 - RESEARCH AND DEVELOPMENT. Arbitrary percentage 
limitations provided as a condition of allowability of costs should be 
eliminated. The rule of reasonableness should apply. 

Similarly, the requirement for a contractor to divulge 
to the government the results of his independent, research should be 
stricken. The requirement is unfair. 

15-204.36 - ROYALTY 1 PAYMENTS. To the extent allocable to 
government contracts, royalty payments should be recognized without 
special approval action. 

15-204.38 - SEVERANCE PAY. It is impractical to establish in 
advance a fixed method of allocating to government contracts the costs of 
mass severance pay. The basis of allocation should be open to negotiation. 

15-204.42 — TRAINING EXPENSES. The provisions are unnecessarily 
restrictive. The rule of reason should apply. 

15-204.44 - TRAVEL EXPENSES. The central point should be more 
explicitly stated; namely, that the government should pay the portion of 
the contractor* s reasonable travel expenses allocable to government 
contracts. Reference to entertainment expenses should be deleted as this 
subject is covered elsewhere (15-204. 11). 
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June k , 1956 


Mr. L. H. Mulit 

Director of Requirements, Procurement and Distribution 
Office of the Assistant Secretary of Defense 
(Supply and Logistics) 

The Pentagon 
Washington 25, D. C. 

Dear Mr. Mulit: 

We are glad to have this opportunity to comment 
on the recently proposed revision of Part 2, Section XV, of 
the Aimed Services Procurement Regulation. We appreciate 
particularly your courtesy in extending the deadline for 
submission of such comments in order to permit a more rep- 
resentative expression of views on this important subject by 
the Institute, in behalf of capital goods manufac turers, 
and by other organizations. 

Background 


Before addressing ourselves to a detailed review 
of the proposed regulation, we should like to consider briefly 
certain larger issues which concern the history of contract 
cost principles, the present status of those principles, 
and their probable future scope and application. 

During most of the period of effectiveness of the 
present Part 2, Section XV, ASER, contracting officers have 
been permitted not only to employ these principles in the 
administration of cost-reimbursement type contracts but to 
use them as a "working guide" in the negotiation of prices 
under fixed-price contracts. Largely as a result of indus- 
try objections that contract cost principles were being 
frequently misapplied to fixed-price contracts, this per- 
mission was revoked by DOD Instruction lfl05.11. We have, 
as you know, already expressed our a pproval of that 
directive and we desire to reaffirm our stand. 

In revoking this permissive authority to .use con- 
tract cost principles as a working guide in fixed-price 
contract negotiations, there was an evident lack of 
coordination between procurement and audit. As we under- 
stand it, military auditors have continued, notwithstand- 
ing the provisions of DOD Instruction 4105 .11, to follow 
an internal audit instruction (Joint Audit Regulation 


kA MACHINERY ft ALLIED PRODUCTS INSTITUTE AND ITS AFFILIATED ORGANIZATION. COUNCIL FOR , _ 
45;=: TECHNOLOGICAL ADVANCEMENT, ARE ENGAGED IN RESEARCH IN THE ECONOMICS OF CAPITAL GOODS 


Mr. L. H. Mullt 


June 4, 1956 


-2 - 


No. 12, August 5> 19^9) which authorizes application of ASPR XV cost 
principles in the preparation of advisory audit reports and segregation 
of costs without regard to the type of contract involved. The result 
would seem to he a negation of the intent of procurement by the practice 
of audit. 

General Comments 

We are now co mme nting on the second draft of a proposed revision 
of Part 2, Section XV, ASPR, the first draft having been circulated for 
industry comment about a year ago. We understand that the Department of 
Defense is determined to proceed with early publication of the current 
proposal— in substantially its present form- -subject to an ex post facto 
review of contributions to profit-sharing plans, charitable contributions 
and donations, and expenses of general research. We are aware of the 
considerations prompting such publication by the Department of Defense but 
we have serious misgivings about the project on at least two grounds. 

First, the current proposal is a far more precise and definitive 
document t h a n the regulation which it would replace and its very definitive 
ness may be more of a defect than a virtue because of the very nature of 
costing questions. If it does not in fact enlarge the list of unallowable 
items of cost, then it does, at the very least, tend toward arbitrary dis- 
allowance of contract costs in situations of the widest possible variabil- 
ity and in which, we believe, some area for special negotiation should 
remain. 

In addition, we are informed that the early publication of this 
proposed regulation anticipates the promulgation of a comprehensive set 
of cost principles applicable to all contracts. Almost certainly, the 
publication of the present proposal will upset in some me asure the whole 
complex of pre-existing contractual relationships in this area between 
the government and its cost-type contractors. And these same relation- 
ships face s i mi l ar and further confusion in the planned publication 
within the next few months of the over-all set of contract cost principles . 

It would be improper, of course, to prejudge a comprehensive set 
of cost principles not yet in being. But we cannot fail to express our 
general apprehension at a prospect which appears to us to represent a 
step backward. Having freed fixed-price contract negotiations from the 
narrow limits of Part 2, Section XV, of ASPR, by its publication of DOD 
Instruction 4105*11 noted above, the Department of Defense appears n o w 
to be preparing for a retrograde movement. 

Assuming, without admitting, that a generally acceptable set of 
fixed-price contract cost principles could be developed, we are inclined 
to question the wisdom of its adoption. The effect might well be to im- 
pose a strait Jacket of predetermined allowability and unallowability 
upon contract situations the c ha racter of which c anno t possibly be pre- 
dicted. 


Within this context, let us consider directly the recent draft 
of Part 2, Section XV, of the Armed Services Procure me nt Regulation. 
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ASPR coat principles versu 3 generally accepted commercial 
accounting principles . —The current draft of proposed contract, rng-h 
principles makes frequent reference to generally accepted accounting 
principles. The application of such principles is, of course, a factor 
directly affecting allowability of costs. We cannot fail to reiterate 
that cost principles here proposed do not agree in many important re- 
spects with general commercial accounting practices. 

Inasmuch as our remarks which follow deal at length with indi- 
vidual items of cost, it will suffice at this point to make the general 
observation that the proposed cost principles disallow categorically a 
variety of business expenses generally accepted in commercial practice— 
and by tax authorities — as normal costs of doing business. In our 
opinion, this incompatibility of military contract cost principles with 
commercial accounting practice is very often inequitable, uneconomic 
fro® the over-all standpoint of the government and, in many cases, wholly 
unjustified. ' 

Items for special consideration .— As in the past, this latest 
draft of Part 2, Section XV, ASPR, expressly disallows a number of cost 
items, the character of which may vary widely as between individual con- 
tracting situations . Examples which come to mind immediately are general 
advertising, charitable contributions and donations, selling and distri- 
bution expenses, and entertainment expenses. 

We shall have more to say with reference to each of these items 
of cost at an appropriate place in our detailed comments but we should 
like to register at this point our general observation that the allow- 
ance of these costs— and quite possibly certain others — should be made 
a matter of special negotiation depending upon individual circumstances 
in each case. 

Specific Recommendations 

Our suggestions which follow apply to pertinent subject and 
paragraph headings of draft regulations, as indicated below. As to 
those items on which we have not coamented, the views expressed in our 
letter of June 20, 1955 (reproduced in MAPI Bulletin 3286, copy attached) 
still apply. 

Direct costs (paragraph 15-202) .— The language of subparagraph 
15-202.2, "Direct Material Costs", does not specifically include spoil- 
age, defective work, etc., although we assume that such items of cost 
would be regarded as allowable within the intent of the phrase "which are 
directly consumed or expended in the performance of a contract". We are 
not necessarily suggesting that these items be specifically included, but 
we should like some confirmation or assurance that spoilage, defective 
work, etc., are not excluded. 

Indirect costs (paragraph 15-203.1) . —Under the terms of the 
new regulation, the base period for allocation of indirect costs can "in 
no event" be longer than the contractor's fiscal year period. We submit 
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that this arbitrary restriction seems unnecessary and we recommend t ha t the 
language of subparagraph 15-203. l(c) be changed to indicate that the base 
period will not normally be longer than the contractor's fiscal year. 

Indirect manufacturing and production costs (subparagraph 
15-203.2) .-- If "units processed” cannot be construed to include "weight 
processed", then the latter standard should, we believe, be included 
since many industries use weight processing as a basis for indirect cost 
allocation. 

Indirect engineering costs (subparagraph 15 -203. 3) . --This sub- 
paragraph of the proposed regulation indicates that indirect engineering 
costs shall be allocated on the basis of direct engineering (by dollars 
or hours). It is entirely conceivable that a contractor may have a con- 
tract covering items procured commercially, in which case no direct 
engineering, as such, would be directly applicable to the contract.. Under 
such circumstances, would the contractor be denied a normal apportionment 
of engineering expenses as a contract cost? If this is the effect of the 
proposed language, we believe the regulation should be revised to recog- 
nize this situation. i 

Selling and distribution costs ( subparagraph 15-203.4) .— We 
disagree with the proposition— necessarily implicit in this proposed 
section— that selling and distribution expenses are unnecessary in ob- 
taining government business. As in the case of advertising, these ex- 
penses are customary costs of doing business and are especially related 
to the continuing growth and vigor of the business enterprise and, as such, 
contribute materially to the whole of the company's productive capacity. 
Although not perhaps directly allocable to any contract work, the govern- 
ment may nevertheless be the beneficiary of substantially lower production 
costs made possible by the volume and scale of operations that the con- 
tractor has attained through the incurrence of such expenses. 

It is, of course, true that the subparagraph as now written 
would allow as contract costs certain selling and distribution expenses 
"if a reasonable benefit to government contracts is demonstrated". The 
whole emphasis of the section, however, is in the direction of disallowing 
such items of cost; indeed, the contractor must assume the affirmative duty 
of accounting separately for all items of selling and distribution expenses 
"considered properly allocable to government contracts" and must thereafter, 
presumably, be prepared to demonstrate to contract auditors direct benefit 
to the government from any distribution and selling expenses which he may 
claim. ' 


We suggest that the emphasis which this language places upon 
disallowance should be el im i n ated. At the minimum, we recommend deletion 
in its entirety of the second sentence as well as the phrase "rather than 
pure selling". 

General and administrative costs (subparagraph 15-203.$) . —We 
should like to suggest for possible Inclusion in this subparagraph- -as an 
additional method of acceptable allocation— the relation of the actual or 
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estimated time of individuals engaged under the contract to total general 
and administrative expenses* 

Advertising costa (subparagraph 15-204, 2(a)) .— This is one of 
the cost items to which we have made special reference in our introductory 
comments. The proposed revision to ASFR, as in the past, would restrict 
the allowance of advertising costs to institutional advertising in trade 
and technical journals and to help-wanted advertising. 

We feel it necessary to reiterate the consistent position of 
the Institute with reference to the allowance of advertising costs. 
Institutional advertising, regardless of the media employed, is a r eal 
cost of doing business and the pro rata share of such costs should be 
allocated under cost-type government contracts along with other general 
and administrative expenses. At the very least, this item of expense 
should be allocable to government contracts on the basis of a showing of 
benefits to the government, direct or indirect, in accordance with the 
sta n da r d established by subparagraph 15-203.4 for the allowance of sell- 
ing and distribution costs. Again, the narrow restriction which this 
proposed regulation places on the allowance of advertising costs appears 
to ignore the situation of the manufacturer who furnishes military items 
at the expense of his normal civilian business and who, during an emer- 
gency period, must resort to institutional advertising for the retention 
of his normal markets. 

We have already outlined our views with reference to the allow- 
®kility of selling and distribution expenses under cost-type gover nme nt 
contracts. Those views apply with equal force to the categorical dis- 
allowance by the proposed regulation of product advertising costs which 
are, of course, a form of selling and distribution expenses, and from 
which the government has long derived demonstrable benefits in the form 
of en h anced productive capacity and lowered product prices. Such costs 
should be allowable subject to normal allocation and subject to the- fur- 
ther safeguard of individual negotiation as an item of selling and dis- 
tribution expenses. 


Civil defense costs (subparagraph 15-204. 2(c)) . ~ We must con- 
fess that we are completely unable to understand the restriction on 
allowability of civil defense costs to expenditures made on the contrac- 
tor’s premises and the inclusion of an express prohibition against 
reimbursement for contributions to local civil defense funds. Clearly, 
the government desires the widespread support by industry of civil 
defense programs. This we think is a wholly desirable policy and one 
which is of special importance in smaller communities. 

Numerous government contractors enter into the civil defense 
programs of their respective communities, their participation including 
not only direct financial contributions but the loan of company equip- 
ment and personnel. This active participation by manufacturing compan- 
ies in local civil 'defense programs cannot fail to be discouraged by 
disallowance of contributions to local civil defense funds or to 
projects not on the contractor's premises. As a minimum and, in 
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accordance with the general observation included in our introductory 
comment a, we recomend that items now generally disallowed by the pro- 
posed subparagraph be made the subject of special negotiation in the 
light of all attendant circumstances and without the necessity of nego- 
tiating special contract provisions in advance. We are taking the 
liberty of bringing this matter to the attention of Governor Val Peterson, 
Federal Civil Defense Administrator. 


Compensation for personal services (subparagraph l$-204.2(dP . — 
This section of the proposed revision represents, we believe, an improve- 
ment over the language of the proposed revision circulated last year. 

In general, the revision recognizes that the allowability of compensa- 
tion for personal services is to be Judged on the basis of reasonableness 
under all the circumstances. This, we believe, is the proper test. 

Unfortunately, the subparagraph retains the 15-per-cent-of- 
total-compensation restriction to which we objected in our earlier 
statement. The effect is substantially to negate the test of reasonable- 
ness upon which the newly drafted subparagraph appears to be based. 
Moreover, this restrictive test appears unnecessary, in the light of the - 
wholly proper statement that ’’the total compensation per individual may 
be questioned and the amount allowed may be limited; and in connection 
therewith, consideration will be given to the relation of the total com- 
pensation to the services rendered". 


As we have indicated in an earlier statement, there is the 
widest variation in industry as among profit sharing and bonus pi ana and' 
their relationship to straight salaries. Hence, the imposition of an 
arbitrary percentage limit at ipn^would almost certainly pro duce erp ** 

inequitable result3*T^ ~T£e deteit ttiiation 1 of " c o mp ehsaf io n for personal 
services is a matter lor executive Judgment and we believe that the 
reasonableness of total compensation, in the light of the current labor 
rket and general business practice, is the proper criterion for the 
( allo wance of cost s for personal services. 


No mention is made in this subparagraph of contributions to 
profit sharing plans although such contributions were allowable 
subject to certain restrictions in the earlier draft of this regulation. 
We believe that the present draft should be amended to affirm the allow- 
ability. of contributions to profit sharing plans subject only to the 
general test of reasonableness of such contributions. 


The cost of stock bonus plans was also made allowable by the 
earlier draft of this regulation but no mention of the allowability or 
u nall owability of such costs appears in the current draft. Again we 
suggest a reinstatement of appropriate language making clear that the 
costs of stock bonus plans are, subject to the test of reasonableness, 
allowable under cost -reimbursement type contracts. 

Finally, the earlier draft of this regulation specifically dis- 
allowed as a contract cost the value of stock options. No mention of the 
subject is made in the currently proposed regulation. We believe that 
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this form of compensation should be made generally allowable in final 
regulations and we repeat below our earlier statement on the subject. 

"The disallowance as a contract cost of the value of 
stock options to contractor personnel is contrary to 
a growing practice in American industry that is, in 
many cases , of benefit -to the government as well as 
to the corporation involved. Clearly such options are 
intended to induce the continuous employment of key 
corporate employees, the retention of whom may materi- 
ally affect productivity, efficiency and cost reduc- 
tion. The cost of such options is recognized as a 
business expense for tax purposes, and although we are 
not suggesting that such costs be allowed indiscrimi- 
nately for government contract purposes, we do believe 
that such items should be made the subject of special 
negotiation in individual cases.” 

Depreciation (subparagraph 15-204.2(e)) .~ We note that this 
section authorizes the use of any system of depreciation accounting rec- 
ognized by Section 167 of the Internal Revenue Code of 1954. We c omme nd 
this addition to the prior draft. 

It appears that the term "fully depreciated" as used in the 
proposed regulation may be interpreted to include those assets which are 
fully amortized under a certificate of special, amortization, thus ex- 
cluding recoveries on any substitute basis after five years for certified 
facilities . 



y 



The proposed regulation i nd icates that no vise charge is to be 
allowed for assets still in use which have been fully depreciated unless 
such cost is allowable by virtue of a special contract provision. 
Recognizing that such charges are not deductible for tax purposes, they 
are, we believe, perfectly legitimate charges in the costing of a product. 
We recommend, therefore, that consideration be given to allowing a rea- 
sonable use charge for such facilities without the necessity of resorting 
to individual, contract negotiations on the point. 

Final ly, we urge that subparagraph 15-204.2(e)(5) be further 
amended to include as the second sentence the following statement: 

"Special amortization recorded on the contractor's books in accordance 
with a certificate of necessity is not to be considered as depreciation 
for the purposes of determining whether an asset has been fully depre- 
ciated. " 


Food service costs and credits (subparagraph 15-204.2(g)) . —In 
the absence of a special contract provision, losses on food services 
provided by the contractor are unallowable as a contract cost where it 
is the policy of the contractor involved to furnish such services at a 
loss. The employee benefits of cafeterias, dining rooms and other food 
services fall, we submit, within the category of "Employee Morale, Health 
and Welfare Costs and Credits" covered by subparagraph 15-204. 2(f) of the 
draft regulation. 



I 



Mr. L. H. Mulit 


- 8 - 


June 4, 1956 


Alternatively, they may he regarded as a type of fringe bene- 
fit covered by proposed subparagraph 15-204. 2(h). It seems to us 
unnecessary for a contractor to negotiate speci ally in order to recoup 
allocable expenses of supplying food Services to employees notwithstand- 
ing the presence or absence of an intent to liiiake a profit by the opera- 
tion of food Services • The net cost of operating such services should be 
allowed as a contract cost in the same manner as the costs of fringe 
benefits or of health and welfare activities incurred for the improvement 
of working conditions of employee-employer relations and of employee per- 
formance. 

Insurance and indemnification (subparagraph 15-204.2(1)) .—' The 
costs of providi n g a reserve for a self-insurance program are declared 
to be u nall owable unless the program hSS been approved by the military 
department concerned. We suggest that the regulation be amended to 
authorize generally the allowance of such costs subject to the restric- 
tion that they should not be reimbursed in an amount exceeding rates 
charged for similar coverage by commercial insurance companies. 

Maintenance and repair costs (subparagraph 15-204. 2(k)) .— 
Allowability of maintenance expenses deferred from a prior period or to 
a later period should, we believe, be a matter Of individual negotiation 
between the contractor and the contracting officer. In our view, the 
present stipulation that such expenses are to be allowed only as they 
are covered by a specific contractual provision is unduly restrictive 
and should be appropriately modified. 


Overtime, extra -pay shift and multishift (subparagraph 

15-204. 2(n)) .— Expenses of this type are allowable only to the extent «.<T 
pressly provided for in -the contract or otherwise authorized by the gov- 
ernment. While the la n g ua ge of this section is generally unobjectionable; 
we feel that it may Ignore a situation which we believe it should con- 
sider. We have ih mind the case in which the manufacturer's production 
lines contain identical products intended for both civilian and military 
customers. Under this type of operation it seems wholly impractical to 
require a separation of Overtime premiums on those items intended for 
delivery under military contracts. If the lan guag e now proposed in this 
subparagraph, does not contemplate this type of situation, then we recom- 
mend appropriately amendatoxy language. 


Pension plans (subparagraph 15-204.2(p)) . — We believe that dis- 
allowance of contributions to pension plans where benefits axe not 
actuarily determinable must be reconsidered in the light of the Comptrol- 
ler General's Decision B122489, dated March 8, 1956, and which is con- 
cerned with allowance for contract purposes Of the costs of a similar 
retirement plan of the Rheem Manufacturing Company. 


We note that approval of a pension plan by the Internal Revenue 
Service does not necessarily assure the allowance of the costs of such a 
plan by the military department concerned, although the rationale under- 
lying this rule is entirely unclear. The regulation should be amended to 
provide that approval of a pension plan by the Internal Revenue Service 
will authorize reimbursement of the costs of such a plan under cost-reim- 
bursement type contracts. 
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Rental costs (including sale and lease -back of facilities) 

( subparagraph 15-2oh.2(t) ).-?We urge the deletion of subparagraph (3) 
appearing in this section of the draft regulation. We think it unneces- 
sary in the light of the test of reasonableness laid down by subparagraph 
(i). Taken together, the effect of subparagraphs (l) and (3) as now 
written is to penalize companies which have sale or lease-back arrange- 
ments, as contrasted with companies holding conventional leases. 

We think it would be rare indeed to find a conventional lease 
where the rental rate was equivalent to "normal costs, such as deprecia- 
tion, taxes, insurance and maintenance expenses" attributable to the 
facilities leased. Moreover, it appears to us that the government has 
in subparagraph (l) sufficient protection against any sitviations where a 
contractor might arrange option terms under a lease-back so as to permit 
reacquisiticm of the property at a price substantially less than its 
value as a result of high rental payments. We believe that the general 
test of reasonableness appearing in subparagraph (l) is adequate and we 
repeat our suggestion that subparagraph (3) be deleted from the regula- 
tion. 

Research and development costs (subparagraph 15-204. 2(u)) .— As 
we have suggested in our earlier statements on this point, we believe 
that general research on the part of industry should be encouraged by 
the government an a matter of public policy and that the a ll ocable por- 
tions of cost so incurred should be reimbursed under cost -type contracts 
without requiring as a Condition of such reimbursement an agreement that 
the contractor divulge to the government the results of independent 
general research. As a condition of contract cost allowability, a gov- 
ernment- contractor may be required to forfeit under the terms of this 
proposed regulation immensely valuable rights to the government and, 
through it, to competitors, at no cost whatsoever to the latter. In 
this respect, the propOsed regulation is, we submit, both inequitable 
and shortsighted. 

If there are cases in which the government feels obliged to 
require a complete divulgehce of the results of research, we recommend 
that such disclosures be made invariably a matter for special contract 
negotiation. We recommend, further that the last sentence of subpara- 
graph (2) be deleted in its entirety or appropriately modified in 
accordance with these suggestions. 

On this same theory, we see no purpose in distinguishing between 
the allo wability of costs of a contractor's independent related research 
development under a cost -type production contract and under a similar 
research eiad, development contract. 

Travel costs ( subparagraph 15-204, 2(cc)) .— The meaning of the 
phrase "personnel movement, special or mass nature", is by no means clear 
from the language employed in this subparagraph and would appear, in any 
case, to be a matter of opinion. Costs of such personnel movement are 
made allowable only when authorized or approved in writing by the contract 
ing officer. 
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This restriction, if we understand it clearly, is another 
example of the government's disinclination to accept a fair share of the 
normal cost of doing. business. The dispersal of defense activities is 
in accordance with general government policy and specific Department of 
Defense recouanendations . We believe, therefore, that the cost of such 
personnel movements should be allowable without special authorization 
from the contracting officer but subject, of course, to the general 
test of reasonableness under all the circumstances . 

Contributions and donations (subparagraph 15-204.3(c)) . —We 
are completely unable to understand the reasons which underliethe 
categorical disallowance of contributions and donations. Industry re- 
gards the cost of supporting established nonprofit charitable, scien- 
tific and educational organizations as a normal cost of doing business. 
Government encourages such charitable contributions as a matter of 
national policy. Moreover, the federal revenue laws recognize the pro- 
priety and desirability of such contributions as a matter of public 
policy. " 

Although we do not suggest that any diminution of charitable 
contributions will necessarily result from this aspect of the proposed 
regulation, the fact re m ains that the policy here proposed ca nno t fail 
to act as a deterrent to such contributions by manufacturing companies. 
This is of special importance in smaller communities where failure to 
contribute to charitable funds would almost certainly result in higher 
local taxes— which would, of course, be deductible under this same set 
of proposed cost principles. 

The ti ming of the a nn ouncement that contributions and donations 
are u n allowable could not be less propitious. At the very moment that 
industry is being enjoined by authorities on every hand to assist finan- 
cially in the improvement of technological education, the Pentagon rules 
that no portion of such contributions is to be considered reimbursable 
as a contract cost. Accordingly, we are taking the liberty of bringing 
this phase of contract cost principles to the attention of the Presi- 
dent's National Committee for the Development of Scientists and Engineers. 

At the risk of unnecessarily lengthening this discussion, it 
should be pointed out that government— federal, state and local— is in 
fact the principal beneficiary of contributions and donations not only 
in the form of lower taxes as the result of a lessened charitable bur- 
den, but through an enlarged and improved system of higher education. 

We strongly urge, therefore, that allocable portions of con- 
tributions and donations be made allowable items of expense under cost- 
type contracts subject, of course, to the general test of reasonableness 
which applies to the reimbursement of any cost item. 

Interes t and other financial costs (subparagraph 15-204. 3 (g)) .-- 
The express disallowance of interest and other financial charges is 
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consistent with long-standing Defense policy on the subject. Moreover, 
this policy has for a number of years been consistently applied to costs 
incurred under all types of government contracts. 

The recent decision of the Armed Services Board of Contract 
Appeals— Appeal of Wichita Engineering Company— ASBCA No. 2522, holds 
that interest is no longer automatically ex cludab le as an allowable cost 
under a fixed-price contract subject to price redetermination. This 
decision of the Board, confirmed in part by the subsequent Gar Wood Case, 
would appear to represent a reversal of earlier ASBCA decisions, notably ■ 
the Rainier Case. 

Although we recognize that the Wichita Engineering Company Case 
is not directly in point, since the cost principles here under considera- 
tion apply to cost-type contracts only, we believe that the decision re- 
quires a further consideration of the question. Not only does the case 
represent a significant reversal of the policy heretofore applicable to 
all types of contracts but it requires legal hair-splitting of the high- 
est order to hold that interest under a cost-type contract is any less of 
an actual expense t h an that incurred under a fixed -price type contract. 


GENERAL CONCLUSIONS 

The Institute's letter of June 20, 1955> on this subject empha- 
sized three basic propositions implicit in our approach to the proposed 
revision of contract cost principles. We have reviewed that earlier 
statement of general conclusions on this subject, in the light of the 
current revision of Part 2, Section XV, ASPR, and we believe that our 
observations in that letter apply with equal force today. They are, 
accordingly, reproduced in full below. 

"In the first place, we consider it exceedingly important 
that this revision be completed in the light of the pro- 
curement problems existing today and in the foreseeable 
future . Procurement continues at a very substantial mag- 
nitude even though it is nowhere near the wartime point. 

There is, of course, a continuing problem in connection 
with the procurement of aircraft, guided missiles, etc., 
although no unique purchasing problems are raised by the 
procurement of the great majority of military supply 
items. Presumably, we are in the midst of a long period 
of procurement of goods which has leveled off at approx- 
imately $l8 billion per year. The same emergency 
characteristics of procurement which are incident to an 
all-out war effort or sudden defense build-up are not 
present. Many corporations upon which the country must 
rely for great engineering know-how; imaginative, crea- 
tive research; and down-to-earth production results are 
now e n g a ged, for the most part, in strictly commercial 
lines. The government is therefore in competition for 
the best brains, the best know-how and the best facili- 
ties available in the public interest. Thus, the 
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problem is different than that obtaining in an emer- 
gency situation. The problem must be placed in its 
long-term perspective and we must not permit any part 
of procurement negotiation to be reviewed, revised or 
extended without addressing the problem in its long- 
term perspective. 

"Having in mind this quick look at the problem, we 
believe that the cost principles revision should be 
oriented to a basic criterion or series of criteria 
which are fair to the government and to industry. We 
suggest as a principal criterion that the government 
should bear a fair share of the normal cost of doing 
business. 

"Equ a l l y as important, however, as the basic criterion 
we have suggested is the procedure for negotiation or 
implementation of that criterion. Some of the con- 
tract Costs with which we deal here are, in our judg- 
ment, clearly allowable or disallowable by any reason- 
able man's st and a r d and without too much debate. On 
the other hand, there i3 a body of costs which are 
not clearly definable because their character changes 
somewhat from case to case. We submit that in this 
area... the tool of individual contract negotiation 
should be employed rather than regulatory fiat which 
will almost certainly produce erratic and inequitable 
results . " 


***** 


This concludes our observations and suggestions on the currently 
proposed revision to Part 2, Section XV, of the Armed Services Procurement 
Regulation. We should like again to express our appreciation for this 
opportunity to offer our comments on such an important section of basic 
procurement regulations . If we can be of any further assistance or if you 
should desire to discuss these matters directly with representatives of 
this office, please do not hesitate to call upon us. 


Cordially, 
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necessary in the outstanding draft. It will obviously 
be more efficient if this review is rrade in as small 
. a gro\*> as possible, and by persons not wedded to the 

language presently proposed. I am sure that 
commander Malloy completely fulfills these qualifications, 

3 - establishing guide lines to negotiators 

We discussed whether the framework of root 

especially in view of the fact that they embody not onlv 
some statements of principles but also many Sciftc ^ 
instructions comparable to those that would be in an 

Government would be free toine^flJl Th ^ Str7 and 
circumstances warrant o W>t«te on any point when 
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negotiating on more th^ Slrty 0 t ^ 
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are not all intended to be "Principles". 7 

1. DOD commitment for issuance of Cost Principles. 

to ?«!nr! ed ° ommitraent > ^ an7, the DOD has made 

to issue a set of Comprehensive Cost Princioles bv a 

for^this^ha L ' “ nd " stand thrt no t£SSHSSi&i 
felt^thaf^tho^n 0n made > ^ut that informally it is 
rw J h ? De P a rtment is obligated to issue 

Cost Principles before January 1 , 19 *i 9 . 

5. Time for industry comments. 

We discussed whether it would be acceptable to have the 

15-day period, mentioned by you in the October 

begin when the transcript of the October 19 m ^ t±n St 
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DETROIT 

320 NEW CENTER BUILDING 


NEW YO R K 

366 MADISON AVENUE 


AUTO MOBILE MANUFACTU REELS ASSOC I ATI ON, INC . 


1710 H STREET. N.W. 


L.L. COLBERT, PRESIDENT 

HARRY A. WILLIAMS, MANAGING DIRECTOR 


WASHINGTON 6.D.C. REPUBLIC 7-3770 


February 24, 1960 



Mr. G. C. Bannerman 

Director for Procurement Policy 

Office of the Assistant Secretary of Defense 

(Supply and Logistics) 

Washington 25, DC. 


Dear Mr. Bannerman: 


Thank you for your courtesy in mail- 
ing the press release and memorandum on contract 
cost principles implementation. - » 


This office, in turn, wiljl duplicate 
these documents so that the members of this . 
organization will have the benefit., pf these im- 
portant guidelines. 






T-lif 







-W.: 

** 

gfc. 




2 toreaftar 1539 


ACT vhicA eoafealMi th» Contract CoaA Brlssiplen* 
laeloalag 

todaj wtUs adtjs^ 


IdMfttai l to tba draft vtelcfr *aa furnifibBd yoa on 29 July Iggg* 



ACCOUNTANTS -AU DITOR S 
MANAGEMENT SERVICES 


OFFICES IN PRINCIPAL CITIES 
ASSOCIATES IN FOREIGN COUNTRIES 


ERNST & ERNST 

UNION COMMERCE BUILDING 

CLEVELAND 14, OHIO 


November 4, 1959* 


Mr* G. C* Bannerman, 

Director for Procurement Policy, 
Office of the Assistant Secretary 
of Defense, , 

Washington 25 D* C. 


Dear Mr. Bannerman:- 

Your kind letter of 2 November 1959 addressed 
to me in care of the American Institute of Certified 
Public Accountants has been forwarded to my office 
here in Cleveland, 



I quite agree with you that this is of a 
highly controversialniature, I will look forward to 
any opportunity for discussions with you and your 
associates as the program moves along. 


Sincerely yours. 


HTMcA/rl 



General Partner* 








Mr. G. C. Banner man 
Director for Procurement Policy 
Office of The Assistant Secretary of 
Defense 

Room 3E822, The Pentagon 
Washington 25, D. C. 

Dear Graeme: 

Thank you very much for* your letter of February 23, together 
with the two enclosures. 

I certainly can agree with you that the problem of the shifting 
over to the revised contract cost principles is going to give a 
good many people a large-size headache. We certainly will 
give out a bulletin which will include the February 10th Memo- 
randum from The Assistant Secretary of Defense and will use 
the News Release, which you sent, in our next Newsletter. 

It might well be that we will ask you for a conference on the 
general subject of conversion to the new cost principles. I 
agree with you, on a contractor-by-contractor basis, you 
would have some job. 

Sincerely, 


3***~iJ. ''Boyle V \ 
irector of Committees 
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"shallimodiately nako an im-eatigationaa to the applicant® for 
\ . incorp9s»tlan y tl» corporation, o r tho petitioners as th® case 
: :i: mayb«raudth« purposesthereof, and of all material facta, in- 
cluding? facta tending to show that th® probablo purpose la to 
oorar any illegal. .business* -,-or that that applicants, certifiers 
; or petitioner# aro not suitable person#, from laok of financial 
ability or from any other eause, and facta ae to the present need 
' • an organisation with such purposes at the tin# and place and 

with’ respeot to the special clrounatanoee aet forth in auoh- 
articles, certificate or petition.* 

„ ^The following persona are presently aetingasTrusteesof the 
Foundation* % • =•• . a,;; A: AA 

.. Charles F» Adas# r: aaa a 

C;:] A’ - C ' ^ Htllrislt*^ A' 7 K^S~ U 7 ’ISf ^ 

p a •' A ,• Srnest .F^:Ieathe»^;'. r s':4::-'' 

' . : Allen 5«Reed >; ; A : ~ s ' •'*; A ^3:CYV:i - Ay < r /.;•/ 

Darid Flower,;- 

: . :V 7-i Charles* H.R*enic3rVA 
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or under ;ih* law of the United States or of any state or territory 
or of the Dlatriot of Coluabia or of any possession of tha United 
Stator end provided such contributions or gif to ar® to bo used with- 
in tha United States or any of its posaeesien* exclusively for such 
purposes and further provided that no part of the net earnings of 
tha oorporation shall inure to the benefit of any private neaber of 
the oorporation or individual and that no part of its activities, 
shall consist of carrying on propaganda or otherwise atteapting te 
influence legislation*#*,* . X . , ?, • , . . 




Oifta are node by the foundation only to those charitable organisations 
which are thsmaelves listed as- exeapt organisations by tbs Coomiasloaar of 
Internal Revenue* Example* of' such organizations to whc» contributions have 
.been suide ere t • *, ■/' - X- ,: r~f X ' f vX'-Vi- j-l-.-- 

, The. Oreater Boston C<aMaaity Fund 
The' American national Red. Cross : v 
' Aaorican Cancer Society r -V ?/ 

Kewtoa-Wsllesley &spitalX X - ' 


m : 

7 V~‘-. *r ' 


Kassaehusett* Heart Association 
Boys* Club Foundation Endowment Fund 
The : Age Center of' Mew Eaglaod-^;, '; ■ .gX 
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Although the wording of 


teabovs would* 


it does not appear that the soured of those contributions* neaely tfie, cow*?, 
trlbutien* of th* Canpeny te the Foundation* are withln the tern* of: the- sub*** 
section* On the contrary, they son* to. be by deer implication excluded. 


to be benefited- is neotioned - as chargeable- a* a cost* The procedure, followed 
by the Company 1* that, whan the Cespany is solicited directly for fund* by 
charitable organisations, it refers such solicitations to the Foundation cask 


W: • 




Company* Were such contributions not eade, the loas of prestige referred in' 
in subdivision (ill) of Subsection (*),,for exaeple, would just as certainly;' 
result as if the ■ Company refused te make such, contribution* directly : td-the^/vX- 

• /L y : : -:>a-v;t;X -p : 






■for the adalalfetratioa of charitable contributions is also preferred by a 
. large 7 nsnbe^' of : bthar concerns* among whioh,. to' nans only a. _f c^f ; 

lard Oil Co* (#*<?«,) (The Standard' Oil- Foundation, Inc#).;XvX .XXfXXXXX 


! ..V / ‘ 


Standard 01X Co 
Weatinghous* Electric Corp* 

Inl a n d Steel Co* ( Inland Steel Foundation* Inc*) 
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Monsanto (Jhesu Co* (Monsanto Charitable Trust) 

; B«. 7. OocdSlcJb Co* (Tho B« 7. Goodrich, fund, Inc*) 

International Harvester Co*. (International Harvester Foundation). 


Sincerely yours. 




Assistant to tho President 


RJMideo ; - ... . 

cot • Chairaan, ASPP Cosaittee • v 

: } National Security Industrial .Association 







* 




PUSIOtHT 



jfl 

g^ARLES W. STEWART 


fl 

vice ntsiotmt 



rob!^ 

I* NO 

Prmtidmn* 


Hmt4kk 

C **»##* r, Mih— wk**. WUk 


ALFRF 

ES 

. Director 


TV. M 

tolM* Corner. Mr- Y#rk. Mm Ywk 


MOREHEaU PATTERSON . . . 

Choirmo* 



4 tm»r>d ry C*., M*w 

York. M. Y. • 


THOMAS H. WEST 

Prmtidmn* 


Dr«#*r 

C*r#*r#«i*H, M*#*C*I*, 

M#»— cWwlW 



TttAtUtn 



ARTHUR S. ARMSTRONG 

. Prmtidmn * 



Tk« Cla*«l«ft4 Twill Drill C*.. Cl***t**e. Okim 


UStAtCM OIUCTOR 

GEORGE TERBORGH 


MACHINERY and ALLIED PRODUCTS INSTITUTE 

1200 EIGHTEENTH STREET, N. W. WASHINGTON 6, D. C. REpublic 7-6512 


May 18, 1959 


The Honorable Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 
Department of Defense 
Washington 25, D. C. 
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Dear Mr. McGuire : 

You will recall our conference on April 30. I have 
since been advised by a member of your staff that there may 
be no further opportunity for the Machinery and Alli ed Prod- 
ucts Institute to review the current draft of proposed com- 
prehensive contract cost principles. In addition, I understand 
that you and your staff are making every effort to coordinate 
the current draft vith the individual military services and to 
publish the document in final form at an early date. 

We are of course altogether sympathetic with your 
very understan d a b le desire to issue the so-called comprehensive 
set of cost principles as soon as possible. 

Even though it appears that we may have no opportun- 
ity to study the current draft of comprehensive cost principles — 
and having in m i nd the hazard involved in making further comment 
without being in a position to relate it to specific current 
language — we should like n evertheless to re-em phasize in brief 
our view that the issue of first importance is the scope of 
applicability of comprehensive cost principles. We are proceed- 
ing on the assumption that any change in the Pentagon point of 
view on this question, as expressed by government in the confer- 
ence 'with industry on October 15, 195&, is simply a matter of 
degree and that the basic position remains substantially un- 
changed. 

Applicability — The Overriding Issue 

It is our concern over the possibility that no sub- 
stantial cha n g e has been made in the scope of the proposed 
regulation's applicability that pr om pts us gratuitously to add 
this supplemental note to prior Institute comments on the sub- 
ject. 
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Attempts to cure the applicability problem .— Past statements of 
MAPI and other industry organizations have iterated and reiterated the 
suggestion that promulgation of a comprehensive set of cost principles 
(which is essentially a catalog of unallowable and allowable item s ) with 
general applicability would serve to convert fixed-price contr ac ts— in 
varying degree — into cost-reimbursement agreements. In response to these 
industry representations Pentagon draftsmen have attempted to so distin- 
guish between the applicability of cost principles to fixed-price contracts 
and cost-reimbursement type contracts as to prevent the eventuality which 
industry generally has predicted. These changes in drafting the so-called 
comprehensive cost principles would seem clearly to reflect a recognition 
on the part of your staff that industry* s suggestions were well taken and 
that the problem to which our past comments applied was a distinct possi- 
bility. 

Fundamental fallacy of the approach . — Freely acknowledging the 
sincerity and the artfulness of Pentagon draftsmen in attemp ting to dis- 
tinguish between the effects of applying a single set of cost allowance 
standards to both fixed-price and cost-reimbursement type agre emen ts, we ~- 
remain convinced that the approach is fundamentally unsound and that the ? 
probable result of across-the-board applicability will be to transfer the - 
disadvantages of cost-type contracts to those of a fixed-price character. 
This is a matter in which a compromise, a straddle, is impossible. As 
long as the catalog of allowable and unallowable costs is applicable in 
ary way to fixed-price agreements there is the inevitable tendency toward . 
conversion into cost-reimbursement contracts. 

We should add by way of emphasis that the unfortunate result 
which we have so frequently predicted will not and cannot be avoided by 
mere rearrangement or reorganization of textual material; or by paying lip 
service to the eminently sound policy and philosophy to be followed in 
fixed-price contract negotiation as set out in Section III of the Armed 
Services Procurement Eegulation; or by suggesting that as to fixed-price 
agreements the catalog of allowances and disallowances be employed in a 
somewhat different fashion than when applied to cost-reimbursement contracts 

As a footnote to this discussion we cannot fail to take note once 
again of arguments advanced by the Pentagon spokesman on this subject at 
public hearings conducted by your office on October 15, 1958. At that time 
the Departm e n t of Defense seemed to argue that the issue of applicability 
is somehow separable from the content of the regulations to be applied. 

It seems to us obvious that you cannot discuss applicability without exam- 
ining that which is being applied. This is not only good law; it is plain 
common sense. 

The Effects of Across-the-Board Applicability of Cost Principles 

Without attempting to reargue the case in detail, we should like 
once again to re-emphasize our principal objections to an across-the-board 
application of comprehensive cost principles. These arguments are covered 
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^ statements of November 14, 1958 (pp. 1-12), and December 

r^* 957 ,}^ 1 " 10 '' extra copies attach ed. We are most strongly convinced 
that application of cost principles as now proposed to fixed-price and 
cost-reimbursement contracts alike will result in serious injury to the 


Our reasons for thinking so can be very simply stated. Fixed- 
price contracts will be effectively converted into cost-reimbursement type 
contracts; pricing will be by formula, working from the catal^S^peSSc 
allowances and disallowances. This result will almost inevitably bring in 
^ ° f 00nseg!len,:es d* .advantageous 1»tfa tfgove^Lnt 


1 . 


Incentive for gain— the most powerful single force in 
whole economy— by which costs are reduced and profits 
hanced will be virtually obliterated. 


our 

en- 


2.. The costs of contract administration will, in our Judgment, 
be necessarily increased in substantial amount by reason of 
the necessity for additional audits, and the whole process 
of contract administration will be burdened with endless 
niggling vexations . And this, it should be noted, comes at 
a time when responsible men are demanding simplification 
and acceleration of the procurement process. 


In general, procurement will be by audit . You will have 

6 Sf n ? ed audit activity— substantially less procurement 
cxflclciicy • 

3* ^ tend in our jud g m e nt to reduce- further the base of 
responsible contractors available to the government ser- 
vice, particularly in the field of standard commercial art- 
icles or those which require only slight modification for 
military service. Many such companies— to whom government 
business is a very minor percentage of their sales total— 

prefer, as a matter of policy, supply contracts on a fixed- 
price basis. 


4. It will impose upon contract terminations for the conven- 
ience of the government a standard of cost and profit 
allowance which is altogether inequitable under such cir- 
cumstances. 

5« It will focus attention a lm ost exclusively— and we thl nk 
most unwisely— on questions of cost and profit to the 
virtual exclusion of total price. Price obviously is not 
the sole consideration. Insofar as the expenditure of 
government money is concerned, however, price is of vastly 
greater importance then either cost or profit. 
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The effect of the proposal on subcontracts * — An examination of 
the most recent draft of comprehensive contract cost principles available 
to the Institute seems to make clear that such principles apply to sub- 
contracting as well as prime contracting. Again, we have no desire to 
reargue completely the Institute’s position with reference to this possi- 
bility but, inasmuch as the total dollar value of the defense subcontracts 
very substantially exceeds the dollar value of defense contracts retai ne d 
by prime contractors, the question of the applicability of so-called 
principles to subcontracts becomes a matter of the foremost importance. 

In our judgm e nt, such application would have all of the undesir- 
able consequences identified above in connection with our discussion of 
the proposal's applicability to prime contracts and would, in addition, 
have at least two other unfortunate results that deserve mention in this 
statement. 


extending — at least to larger subcontracts — the same enlarge- 
ment of over-all cost and, administrative difficulty, which we foresee for 
prime contracts, the application of comprehensive cost principles to th e t 
subcontracting area will tend to aggravate and multiply these not inconse- 
quential problems . In addition we thi nk an even more serious effect may" 
be a serious disturbance— perhaps in some cases a rupture— of normal com- 
mercial relationships. 

The Exclusion of Advertised Bids 


We have been assured and reassured that it is the intent of the 
Department of Defense to excl u de contracts let as a result of advertised 
bidding from the applicability of these newly proposed cost principles. 
At the minimum, in connection with applicability, we trust that this ex- 
clusion will be clearly stated so that there will be no ambiguity on the 
point. 


' The exclusion of advertised bids from the application of cost 
principles raises an interesting question. Ass umi ng that the exclusion is 
correct as to advertised bid contracts — and this is a judgment on which we 
t h i nk there can be no question — why is advertised bid contracting given 
this treatment exclusively as distinguished from other types of fixed- 
price contracts? What is the theory which underlies the distinction? 

What are the characteristics of advertised bid contracts, insofar as appli- 
cability of a set of cost principles are concerned, which make them essen- 
tially different on this issue from other types of fixed-price contracts? 

We fail to see the distinction implicit in the differing cover- 
age and we t h i nk it might be a useful exercise for Pentagon draft smen to 
consider agai n the reasons for the exclusion of advertised bid contracts 
and to consider further if the reasons justifying this exclusion would not 
apply in the vast majority of cases to other types of fixed-price contract- 
ing. We believe this reconsideration will point up a number of matters 
very clearly — that in many situations where the end result is a fixed-price 
contract and where negotiation is employed with or without the taking of 

bids there may be a substantially equal amount of competition present, a 
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firm and irrevocable price may be just as susceptible of determination, 
the government interest may be fully protected, and what the government 
gets for its dollar may be just as good a bargain as in the case of a 
formally advertised bid contract. This is not to say that these circum- 
stances -will prevail at all times but they certainly -will obtain if the 
government procurement officers do their job in the great majority of fixed- 
price situations. So the exemption of advertised bid contracts in a sense 
is an admission of the principle "which ve advance, and we therefore c all 
your attention particularly to it and suggest its logical extension. 

The Attitude of Congress and the General Accounting Office 

We are aware, of course, of the continuing interest expressed by 
certain Congressional committees and subcommittees and the General Account- 
ing Office in early publication of a comprehensive set of contract cost 
principles. 

We cannot believe, however, that either Congress or the Comptroll e r 
General would support a system which in the long run — in our judgment— prom- 
ises to be so disadvantageous to the national interest. We are, therefore, 
constrained to raise the question as to whether or not the very serious dis- 
advantages so briefly summarized above, and repeatedly identified in the past 
by MAPI and other industry spokesmen, have ever re ally been pointed out in 
these terms to appropriate Congressional committees or to responsible admin- 
istrative officials of the General Accounting Office. As a matter of fact, 
we are absolutely confident that a full exposition of the case before both 
agencies would result in agreement that there must be a f undamental distinc- 
tion between cost-reimbursement type contracts and other defense procurement 
agree ment s and that this necessary distinction c anno t be achi eved by proceed- 
ing with the action now proposed. Indeed, it seems to us that recent Con- 
gressional emphasis on enlargement of the fixed-price contracting area, and 
particularly the area of advertised bids, is altogether inconsistent with 
the philosophy which underlies the applicability provisions of the compre- 
hensive contract costs proposal. 

We enclose additional copies of our statements presented on November 
14, 1953> and December 16, 1957* They cover in detail a variety of matters 
other t h a n the one which this letter is intended to emphasize; we should 
it clear that ve do not wish by implication to withdraw in any way from the 
position w h i ch we have taken on these other points. On the contrary, the 
Institute stands on its entire presentation but is anxious to emphasize the 
overriding issue of applicability, and we have taken the extraordinary means 
of writing this letter in order to so emphasize it. 

I am taking the liberty of addressing a copy of this letter to the 
Secretary, the Assistant Secretary responsible for materiel, and the General 
Counsel of each military service. Beyond that, having in mind that other 
departments and agencies of the government may be interested in this issue 
of tremendous significance, the officers of the Institute will be to 
confer with the Comptroller General or any other interested agency. 
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, I. hope you -will understand the spirit in -which these suggestions 
are offered.- I understand completely why you and your associates in the 
Department of Defense feel a sense of urgency in issuing as soon as possible 
a document -which has received so much careful study and on which so much 
time and effort have been expended over a long period of time. On the 
other hand we are convinced that the issue of applicability is of such cru- 
cial importance to procurement efficiency that we have risked "shooting in 
the dark" to some extent in order to record this further expression of our 
views. 

It goes without saying that if the Institute can be of any further 
assistance to you or your staff on either a formal or informal basis we are 
at your service. 


Respectfully, 



CWS:c 

Enclosures 


Machinery and Allied Products Institute 

1200 Eighteenth Street, n. w. 

Washington 6. D. C. 


mm 


CHARLES W. STEWART 
PRESIOENT 


May 18, 1959 


Dear Mr. McGuire: 

I thick the enclosed, further statement on the r>ro- 
posg comprehensive contract cost principles is self-explanatory 
as to substance but I did want to add this personal vord. 7 

, . . When Colander Malloy telephoned me indicating that 
■ if 8 as sociates were recommending to you that no further 

° f a ci ^ent draft be permitted ve were of course 
disappointed— not for any reason of organization prerogative, 

feel ***** at least on ^e issue of appli- 
J 6 3C “ stit lf te ls a position to make a unique con- 

wf J 00 ® experlence fixed-price contracting, 

aai^ally defer to your judgment and that of your staff on 

? ead without soliciting further industry 
comment. And, as I stated in the principal letter, we are ^ 
quite sympathetic with your wishing to maintain a reasonable 
schedule of publication. UXJi4Dxe 

ot ? er haad ' ^ have fundamental convictions 
which we think are in the public interest as well as industry's. 
We have, therefore, with some reluctance because of your great 
patience and cooperation with industry on this matter, decided 
to presume father upon your time by filing this additional 
statement. We have also taken the liberty of furnishing^qpies 
to the individual military services. This is done notforthe 
purpose of pressing you in any way but again in the interest of 
achieving broader understanding of what we think is an issue of 
fundamental principle which should not be compromised in any way. 

« 4 ^ With thanks again for your interest and splendidly 

open-minded attitude, ^ u ** 


The Honorable Perkins McGuire 
Assistant Secretary of Defense 
(Supply and Logistics) 
Washington 25, D, C. 


Respectfully, 
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November 7, 1958 


The Honorable E. Perkins McGuire 
Assistant Secretary of Defense 
(Supply & Logistics) 

The Pentagon 
Washington 25, D. C. 

Subject : Comprehensive Cost Principles 


Dear Mr. Secretary: 


- „ Pursuant to the suggestion made by you at the joint DOD-Industxy con- 

Principles held at the Pentagon on 15 October. 1958, this letter 
is submitted to amplify and explain further the industry views expressed at the 
an t t0 Coram ®?t also in some cases upon contrary views expressed by 

haS been prepared after the receipt of written comments 
from each industry spokesman, and after a detailed review at a conference on 

industry spokesmen or representatives of the associations who 
participated in the preparation of the industry statements on 15 October. This 
ocuraent represents the unanimous views of these people. 

, M .. , Y ° U 8nd th ® ° th ff J ssistant Secretaries have before you the task of 
13SUe f ? n Which Wlde differen ce3 seem to exist between government 
th« viewpoints as expressed at the 15 October conference. In preparing 

try statementa f ° r the conference, the views of the conferees (which 
ae^rrt ^ W^ 88 ?; 3 V controllers , and professional accountants) were remarkably in 

S differpnt C ?n? er + * It , ls . di£f ^ t to believe that this consensus of so 

® nt interests and viewpoints can be as wholly wrong as the government 
pokesmen would lead one to believe, for these industrial and professional views 
are based upon years of actual experience. We shall, therefore, try to show you 

We f 6 trUl ? apart ' where implementations negate apparent intentions 
with which we are in accord, and why we think a complete and exhaustive review of 
e proposals outstanding are essential. In considering these, we know you will 

8 / > + r ^ he Sam ? ^oughtfulness and patience which has characterized your handling 
ox this complex problem to date, 

. . res P° n3 ihility which you and the other Assistant Secretaries bear 

in making these decisions is of the utmost gravity, as they affect the cost 
recoveries and profit potentials of every company engaged in defense contracting - 
not, as in the past, just those which undertake cost reimbursement type contracts. 
At the same time, however, this obligation to decide also provides a unique 
opportunity - to cut through past disputes, to reassert principles basic to our 
economc system, and to reaffirm that the prime objective of our Government is to 
be fair and equitable in carrying out its business transactions. We feel that 

noefbilit^? U i Xn ^J 113 f undamenta l principle. For example, the definition of 

exnretq i ^fflsi n f 1 U ded ln latest draft (paragraph 15.201. 4$ does in fact 
express a fair and reasonable approach. The problem lies, however, in that much 

. ^ h ? + f eminder of this d f aft of "Cost Principles 11 completely negates this 
definition. To correct this defect, you must make "fairness 11 a concept more 
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fundamental than "reasonableness/* or than "applicability/* or than 
even though each of these three is of real importance and significance^ Yon^* f'" 
also be ready to separate principle from interpretation, reqSre tta cZ? 

subordination of interpretation to policy. This can be done, we submit, without 
taking precipitate action, without conclusively binding the DOD or contractors 
finally as to any specific element of cost, and without now attempting to perfect 
every interpretation. This is, we sincerely believe, the only fair and practical 
way to issue comprehensive cost principles soon which will not evoke a storm of 
protest, criticism and bitterness from many sources# 

_- n „ o1 * The f S a J e ° ther compelling reasons for such a reconsideration of the 
general aspects of these proposed regulations even at this late date. When thev 

™ tha sa ™ •““* - the ;naSL n n?o? 

hf LvSnn ^ f a th ®y PP change the ground rules from what they have ever 

efore. If made applicable to current contracts to any extent, the regulations 
as proposed, would materially revise the basis under which every present contractor 
i J;°. pet t or ? ?\ 3 fliftione. Undoubtedly they would els^cauee greatS 
added coats of administration and of audit and negotiation both to contractors 
and to the Government, and would force extensive delays in placing original con 
tracts or defimtizing necessary actions under other contracts. Any relations 
must,, therefore, deal fairly with the entire spectrum of types of wntrSts 

f^ laterLSnsSfwu 1, in mure * Th0y become a precedent 

°VL ter ??? u P non " defen39 Government procurement. Surely, then a 
self-imposed time schedule must yield to the necessity for being right. ’ 

. . , J! e st rongly urge that the whole body of general principles of cost 

determinations be stated separately and apart from any official interpretations or 
\T ti0nS * We reC0gnize that interpretations and instr^Sions are 
Si 1 * 1 ma ^ g ? ment and control of Government personnel, but these personnel 
should all perform their work within the framework of policies and principles 1 
detemined at the Secretarial level. Thus the general wuld govern the sScific 
th ® d document, the specific governs the general. A cleS wav ' 
j^ draw this distinction, and to enforce i t. would be to leave jjitei j r etaUons 2 
a iid instructions out of ASPR, confin ing _it to principles and policy^ and"mairing 



rt ., a , a Pf r J ,icular differences between Government and industry were 

Sere the^dLin+A? 1 ^^ conferenc ®> and others remain which were not discussed 
there, the fundamental differences relate to the basic approach to be taken 

mentioned above, and to seven other factors, which are: l) recognition of all 

normal and legitimate costs, 2) reasonableness and aScabillty f^ade^uaL £sts 
inters st 1,0 ^* Ad applicability, 4) effective date, 5) requirements of public 
that dVanC8 und f rstandin «s* and 7 ) individual items of cost. P We believe 

found f 1 dlf - f ® rences as to particulars would be readily resolvable if wavs can be 
found to reach agreement on the first five of these points. We shall tSrefors 
devote most of the balance of this statement to them. ' therefore » 


I. 


RECOGNITION OF ALL NORMAL AND LEGITIMATE COSTS 


that It believea that the Government should start from the proposition 

Sith bv a SSSfiM SCC8 f C ° St Which has been dncur red or accrued i£ good 
faith by a responsible contractor exercising its best management skills ii the 
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conduct of its business. Then the Government might properly say that although 
it will accept such costs, they must be appropriately and fairly allocated among 
the contracts in question and other work of the contractor, in accordance with 
accepted principles and an established method of accounting; that the Government 
will accept such costs only in so far as they are not unreasonable in amount, and 
are not objectionable from the established standards of public policy. This 
would provide a uniform and positive approach to the problems of cost analysis 
in marked contrast to the proposed regulations , which confuses principle with * 
practice, and policy with instruction. 


Contrast this, however, to what has been actually done. The Govern- 
ment's draft, in Section 15-201.1, shows that the Government starts from the 
premise we have proposed above (if one word - "allowable*' - is eliminated), but 
then the balance of the proposed regulations whittle away at this to such an 
extent as to render Section 15-201.1 meaningless. This, we believe, is because 
that in the proposed regulations, some costs are dealt with according to their 
functions, and others according to their objects. The distinction here is as 
between, one the one hand, the purpose of the goods or services purchased, and 
on the other, the kind of goods or services purchased. This distinction is * 
considered to be as between the function of the cost (its purpose) and the object 
of expenditure (the kind of thing purchased). Among professional accountants, it 
is a basic principle of cost determination that all costs incurred by a contractor 
should be judged for validity according to the function performed by the goods 
or services they represent. It is unfair to disallow reimbursement of cost incurred 
J )( alid function merel y because they are costs of an "object of expenditure" 
hich Government auditors or other critics deem to be generally objectionable by 
ts nature • w 

A single example of the distinction being drawn is illustrated by the problems 
of advertising. If costs incurred to buy advertising may fairly be associated with 
performance of a Government contract because of the nature of the results sought 
or achieved by the advertising, then these costs should not be deemed invalid for 
reimbursement merely because of the tradition that "it is not necessary to advertise 
to get Government business." 


The Government 1 s own internal accounting practices, developed since the 
endorsement by the Hoover Commission in 1948 of the accounting distinctions 
e ween functions 11 and ?, objects, ,! are utilizing more and more the approach we 
advocate. An example is "performance budgeting." 


It is axiomatic that contractors must recover all of the costs they incur 
somehow and somewhere. If they do not, it is only a question of time when their 
funds, capital and credit will be exhausted, their business insolvent and closed, 
and the employment they have provided lost forever. This is why management must! 
and always will, exercise judgment in incurring costs. Obviously, if fairness is 
the overriding consideration, the Government should bear its fair share of all of 
these costs - not just of some of them. To the extent that it fails to do so, it 
is not only seeking or demanding special favors for itself, but is asking its 

■ W ? en they g0 ollt 1x1 the market place to compete 
tW Z™**? 1 * 3 for commercial or other non-Government business, because 

they would have to recover Government-disallowed costs from commerical prices. 

. . a ' To ® xtent is the Government, in these proposed regulations refusing 

^sSrid S bv a ?H r 8hare ? . Jt disanow 23 items entirely, of^ch o^ly if ar^ 

allowed by the provisions of the present Section XV of ASPR. It would partially 


n 
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disallow 20 other items, of which only 6 are disallowed by the present ASPR. it 
would subject 19 other items to special te.sts or reviews (not •'principles") ’which 
would, by definition or tests applied, lead to still more partial or total dis- 
allowances. Of these 19 items, 3 are disallowed and 7 are subject to "special 
consideration" under the present ASPR. The proposed new regulations also suggest 
advance negotiation of 9 items of which 7 are on the list for "special consider- 
ation" under the present ASPR. Elsewhere in the document, however, advance 
negotiation is stated as a requirement of cost allowance in 6 additional cases. 

The identification of the above statistics are included in the attachment hereto. 

These figures demonstrate conclusively that the new regulations would 
not only subject cost data to substantially more detailed and leSgthy anal^es and 
reviews, with added costs to both Government and contractors, but that the negotiation 

-^Sa S r-- ^ 5 f- gB r-n Zlei sa,Q£_thaic.A0.s,tOhan they have heretofp^ obtadnedl 

of «•*«><*», .contractors* oust expect disallowances of 

“fv-ff’ of .disallowances under cost tyjpi controtTT~5 

-the-jircvisions of Section nil of ASPR. It. is inpcselbie to predict ttSm- 
sJb"2t^“? pSlt^ ^ b “t.W »uld asaregaW a _ 

- 00 ^ 1 ^^ 

£°th« P ^i+ C;L f 1 fw lnt ° ,,in3tr Y ction » n "function" into "object," were justified - 
to the extent they were specifically discussed - on one or more of the following 

^tU t&tnt0ry P ublic Policy (whether expressed offLi^^ 

unofficially or merely implied), or unallocability to Government contracts? Implicit 

sioLserdiff? 1 , 1 ?^ 1106 ? ° r limibeci allowan ces provided for solely because of 

in measuring reasonableness, allocability or equality of 
treatment between competing contractors* ^ * 

discloses ^ the disallowed or partially disallowed items, however, 

fnrhi-ddon w^ y +°! 0 4 .*’ contln | ent f eea for securing government orders," which is 
forbidden by statute, governing expenditure of DOD funds. Statutory prohibitions 
therefore, have created none of the disagreements. pons, 

* ... Public policy is a subject we shall discuss more fully later. AUocabilitv 

should be a wholly separate question from allowability. If no allocability can be ^ 

^ aS r bly *5 d “ ta y recover f™ Se 

5 * not however, wish to be foreclosed from even the opportunity to prove or 
show allocability, and any disallowances on a premise of total unallocabilitv ar« 

S e So 0 n^. 9Cti ° nabl9 - 13 th * h6ight ^-counting b^o“?aJ SM’ 

by the par^^^Lst competing contractors is, of course, required 

«» m 0S ^ fairness# It is not accomplished, however bv total nr 
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Neither is disallowance a solution to difficulty of measurement or con- 
trol. Ways acceptable to both industry and government can be found to provide 
equitable measurements for allowing the costs of such things as contributions, 
the maintenance of excess facilities, interest, grants to educational institutions, 
advertising, civil defense, reconversions, applied research and development, and 
many other kinds of costs proposed to be disallowed or specially reviewed. Let 
us recall Commander Malloy *s admonition at the start of the 15 October conference 
that any problem can be solved by reasonable men who are in possession of the 
~ a J„? a J d w Jo are motivated to a common purpose'*. So far as we know, a specific 
joint effort to agree on such measurements has never been undertaken, face to face. 
If the concept advocated at the outset of this statement were adopted, these 
determinations need not be made before cost principles are issued - because they 
would each be interpretations and instructions for auditors and not a portion of 
the "principles®* in ASPR. ^ 

. . In discussion on this point, let us be sure that the Government 

does not conclude that industry is seeking a blank check. If such an impression 
has been left, please re-read the first paragraph of this Section I, and consider 
the tests and li m itations therein suggested. 


!!• REASONABLENESS AND ALLOCABILITY AS ADEQUATE TESTS AND (Y)NTT?nT.q 

. .... . Government spokesmen at the 15 October conference, on several occasions. 

thft^i e «. SPe M ° 1 " str i c l ^ i ° ns » limited allowances or disallowances on the grounds 
t ^ blen0 f®‘ an ? "allocability" are not sufficient, definable or usable 
tests. Such a position is not only contrary to the experience of industry, the 
opinions of every professional accountant who certifies to the accuracy aid 

CO ?? r \ te b ^ks and records, the history of Anglo-Saxon and American 
jurisprudence, but also to the words of the proposed regulations themselves. 
Reasonableness- or allocability" as tests are used 49 times throughout the 10 

Wl?!? 1957 d J aft * 33 T ended b y the 21 1958 draft. They g were also used 

by almost every Government spokesman at the 15 October conference/ 


f „_ aM a e Gov ernment spokesman at the 15 October conference quoted excerpts 
from an article by Dr. Howard Wright in THE FEDERAL BAR JOURNAL of April-June, 

bill J h ! t f en ®f aUy £5? e P ted accounting principles** are not a suitable 

base for cost determination. This was curious, however, because this phrase or its 

nfSSf/ 3 US ? d J’ 9 tim ! S throughout the DOD draft. He failed also to quote * 
Dr. Wright »s conclusion and recommendation, in the same article, as to what the 
accounting principle applicable to Government contacts shlSd be! 

This is quoted from pages 167 and 168 of the JOURNAL, as follows: 

**. . . . Cost principles used in contract pricing if they are to 

many situations should, in my opinion, be based on the 
following assumptions: 


(1) 

( 2 ) 
(3) 


( 4 ) 


Cost is something to be determined, not negotiated: 
Competition in the market place will create equity: 
The Government should recognize its share of the 
operating costB of the supplier; 

The Government will not exercise its sovereign rights 
in a contractual situation. e 6 


The Hon, E. Perkins McGuire 


- 6 - 


November 7, 1958 


Based on these assumptions, the author would propose the following 
as the primary cost accounting principle applicable to Government 
contracts: 

’All costs incurred solely for the benefit of the 
Government contract shall be charged directly thereto; 
all cost incurred solely for the benefit of other 
classes of work shall be charged directly to such 
classes of work. Other costs incurred benefit both 
classes of work and shall be allocated to each in 
proportion to the benefits derived or reasons for 
incurring. 

Obviously, Dr, Wright’s position is much closer to that of industry than it was 
portrayed to be. 


v 


These are, therefore, usable tests recognized by all parties to the 
present discussions. All that remains to resolve these differences, then, is to 
agree on the kinds of tests to be applied in utilizing such terms as ’’reasonableness 1 ’, 
"allocability”, ’’standard accounting principles”, and ’’consistently applied.” We 
believe a joint effort can also resolve these problems. As requested, there is 
included in the attachments hereto recommended tests of ’’reasonableness”. This 
has been drafted carefully and has recognized agreements with much that is contained 
in the DOD proposed definition (Section 15-201.3), /" 

The use of ’’reasonableness”, ’’allocability” and like concepts as tests 
are wholly consistent with accounting by ’’function”, and the separation of ’’principles' 
from interpretations and instructions, as heretofore recommended. When recognized 
as adequate tests, they also go far to justify the recognition of all normal and 
legitimate costs, as we have urged. 


III. APPLICABILITY 


In preparing a single set of comprehensive cost principles and providing 
that they will be applicable clear across the procurement spectrum from cost 
reimbursement type contracts on one side to price analyses submitted with bids for 
firm fixed price negotiated contracts, including termination or change order 
repricing claims against any type of contract, however placed initially, the 
Department of Defense has made the fundamental assumption that cost allowability 
is an identical problem throughout this spectrum and in each of the covered types 
of transactions. We agree that a cost is a cost wherever incurred. Because the 
proposed regulations arbitrarily exclude certain normal or legitimate costs from 
consideration, the Government’s proposals of areas of applicability become 
impractical and patently unjust. 

If "fairness” is the ultimate test, as we have recommended, then it must 
be conceded that there is nothing fair about both retaining the u nila teral right 
to cancel a contract for the Government’s convenience, and then - when that right 
is exercised — changing the ground rules of allowable costs of termination even 
though the initial contract may have been placed through advertised bidding, or on 
a negotiated firm fixed price, or at a time long before the new reg ula tions were 
even promulgated! Yet in the absence of language to the contrary, this is a sure 
result of the presently proposed language. Similarly, it is not fair to require 
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a contractor to certify that something less than legitimate costs, actually incurred 
Mjf Such . costs do not become a "profit** merely because they are 

disallowable under arbitrary Government regulations. This is another inevitable 
result of blindly accepting these proposed regulations# 

tt is also interesting to contemplate the regulation’s effects upon the 

whr W ae£St P ^ P Som t + a in f enti J e contract. Consider the incentive contractor 
tf°' +Si ?? a J 1000 * arget f ost » is be paid $100 profit, or a total of $1100. 

It actually performs the contract with total costs of $950 but which, under these 

JrSm aUowabl8 ***** 0^ «*>. if 

profit division is 80% to the Government and 20% to the contractor, the contractor 
would receive a price of $1020, thus being required to give $80 of the "savings’* 
back to the Government, even though he had already actually paid out $50 of that 
frnAn 3 incurred. On his basis of costs, he would have received a price of 

S» 6 ta5St a «? r ^Tnn ° f 4 10 ’ *| hu ® his absolut h and actual profit is reduced from 
the target of tflOO, or from the deserved profit of $110, to $70. but the Government 

? report to a Renegotiation Board that he had received a profit of $1201 This 
s^pie example, we submit, clearly demonstrates the unfairness of applying to 

C °" t f act ; Principles which do not recognize all Srnal and 

legitimate costs of doing business. 

j .. . cannoV emphasize too strongly that experience of the last decade 

,^£1* !r J 1X3 ? he e f tent that costs are rigidly decided to be allowable or 
unanowable, formula price fixing is automatically involved. Despite the sincrw 
^structions in this draft that costs shall be Cnly oI^actor oTprL^, ^ 6 

S! f lx C 4 tUa ^ Ly th f t ^ costs called «»unallowable" be elLinatfd from 

® S3ion J 1 * 0 ® bhe outset. Thus such costs will never be considered in 
negotiation, and will never become a factor in pricing. To this degree, formula 

^ this ataoa P h ^ ah increased use^ fomST 
and of ^ m 11 ^ a V neVi i abl8 result of P uttin 8 regulations out in this format 
Sl^endi^ character * , Tbe Hoover Commission, in 1955, recognized this in its 
T r° r revX3i °” S in ASPR » Section when it recommended cost 

f0r ^^ St J elinb i lrsement t yp® contracts, and that there only be 
guidelines for auditors" as to everything else. 

Thw ana Jr” C ° St3 l fa ° t ° r " J 11 any negotiation before such costs are incurred? 
They are not then costs, but only estimates of what costs will be - and one may 

A r fiMl b mLtln er ? e ?J de % a 2 t0 WhiCh 13 the m9t a °curate of different estimates. ; 
aaeh^ir+t^ Sw ° f th ? S in J S v°? CUr8 on price, not on costs - and this necessitates I 
each party taking a risk of being wrong. This, however, is nothing to fear, or 1 

o?ovid«d h SI ed h? f h f ? r , this bas baen the trading technique of centuries, and has ! 

SSIinaM h + h if h ? 3 !' * ncentives to efficiency. To go to or toward rigid formula ! 
pricing is to dim inish or remove such incentives# 

„ . * ^plication exist that these proposed regulations may broadly apnlv to 

S S , S!'iS' 0re ' * bat a P! 1 ”* contractor can, even in tte bcsJ cf laUh! 

eont^n?^ P bt ^cessary goods or services from subcontractors under contracts 

o?h^ V,^2oT ^ca^r.ll C0rp0rat i- nS by referen « ConZTZsVo? 

with their vendors and suppliers. This^af beef the^eoJatef 01,8 10 c ? ntract 

instances where such attempts have been made. Also it is imposSble^^edict 7 * * 
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or anticipate at the time of initial negotiations, all such problems which may 
arise with subcontractors. Thus, if applied to subcontractors* costs, this 
regulation would appear in some cases to have the effect on the prime contractor 
of forcing it to accept iiot only the disallowances of some of its own costs, but 
also of Some of its subcontractors* costs. In other cases, it would deny the 
availability of subcontractors to primes, thus forcing the use of second-best 
sources. 

For these reasons, and those advanced at the 15 October conference, we 
strongly urge, at the very least, that this regulation not apply to fixed price 
negotiations, or to the preparation of cost estimates or price analyses in 
negotiated procurements or terminations, and that its use in such circumstances 
be specifically negated; and that it not apply to any determinations of costs 
or prices tinder any contract or subcontract in which it is not specifically 
accepted by the contractor. If, however, the regulations are redrafted on the 
principle of recognizing all normal and legitimate costs, reasonable in amount 
and fairly allocated, then their applicability could be expanded. We oppose in 
principle, however, any use of cost data as a formula basis for negotiating 
prospective firm fixed prices. 


IV. EFFECTIVE DATE 

The regulations as proposed are completely silent on when and how they 
will be made effective. This is a matter, however, which cannot be left undecided. 

If the regulations are applied, in any way, to contracts in being, the 
Government should be prepared to negotiate equitable adjustments of price. This 
applies to contracts placed by advertised bids as well as by negotiation, for the 
applicability to termination settlements and pricing change orders affects these 
contracts, too. We see no other way of being fair in making these regulations 
effective. To Say that they shall apply only to contracts negotiated after a 
certain date, or executed after such a date, will not suffice - for then a con- 
tractor is left with two different sets of Cost accounting rules to apply - one 
as to old contracts, and one as to new. This would continue until all present 
contracts are run out, which could be years ahead. Experience under ASPR, Section 
XV has shown that auditors and negotiators would try to apply the new regulations 
to existing contracts, whether the contractors had agreed to accept them or not. 
This would only cause confusion, more delay, and more friction between Government 
and business. 

To be fair, then, the Government must be prepared to pay for taking 
away rights to cost recovery. Parenthetically, but also of importance, it must 
also be prepared to accept and pay indefinitely for materially longer times for 
cost and price presentations, audits, and negotiations, and substantial delays 
in completing procurement and pricing actions. It just takes longer to isolate, 
review, audit, discuss and decide about over 60 elements of cost than it does 18, 
or none. This will cost money to both the Government and the contractor in 
higher administrative costs and time delays. 


V. REQUIREMENTS OF PUBLIC INTEREST 

At the 15 October conference, it was pointed out that Government officials 
Hmust weigh rather carefully and rather heavily the public interest factor. u Several 


The Hon. E. Perkins McGuire 


November 7, 1958 


- 9 - 


spokesmen alluded to this, and to "public policy" or such phrases, directly or 
by implication. For example, one said, "are based not necessarily on public 
policy stated in law, but on public policy which we derive from many sources, 
from committee hearings, for example, personal conversations, and fo rmal memos 
from the various members of the legislative branch." 

We are sure that few of us in industry can appreciate the extent or the 
nuances of pressures of many kinds which must be placed upon you and your staff, 
directly or indirectly - including those from industrialists! As citizens, we 
want the public interest protected, and public officials placed under pressure to 
protect them. At the same time, however, we want to be sure it is public interest, 
or that it is public policy - and not merely some individual’s concept of it, that 
causes a decision to be made adverse to the interests of industry, and ultimately 
to the Government itself. 

In this area of cost principles, of allowable or unallowable costs for 
contracts, etc., we do not know of any official or clearly identified legislative 
expression of public policy. We do know of an expression of policy by an agency 
of Congress - the Hoover Commission - which we have already quoted and endorsed. 

We know of some individual rulings of the General Accounting Office on cost 
allowability - but each of necessity is narrowly restricted to the facts of the 
particular case, and is not unchangeable, overriding policy, nor should these be 
deemed to be the establishment of policy. The same is true of rulings by the 
Boards of Contract Appeals. 

The proposed regulations depart from and are more restrictive then 1 
of these, in one way or another. Where, then, is the public policy or public 
interest dictating such action? We fear that it is in the minds of staff personnel, 
overly concerned with the attitudes or expressions, however well considered or not, 
of vocal or powerful legislators or other Government officials. Let us recognize 
that public policy in this field does not exist, and will not exist until you 
and the other Assistant Secretaries make your decisions identifying the offic ial 
public policy of the Defense Department on which you are relying. It is our 
belief that you have not been restricted in your decisions by any official of 
the Government, even though certain members of Congress and of the Administration 
may be Impatient to have you reach decisions. Thi 3 is why we have put forth, 
successively, such efforts to try to apprise you of industry’s sincere and objective 
views on these problems. 

We may be considered by some to be biased, but we believe very deeply 
that the welfare of our country’s 20,000 defense contractors, large and small, 
is important not only to defense, and maintaining our armed might, but also to 
the overall economy and welfare of our cities, towns, states and nation.- These 
will be hurt by these proposed regulations - not vitally, but significantly - and 
their profits, already below those of other industry, will be still less. Before 
the action is taken, therefore, we request that you weigh very carefully whether 
any public policy requires or makes desirable the infliction of this hurt. 


VI. ADVANCE UNDERSTANDINGS (Section 15-204.1(b)) 

Industry welcomes any opportunity to agree in advance on cost principles* * 
cost allowances or any other points of potential controversy which might arise 
during or after contract performance. If the intentions of this section as we 
vrere jjivenjto understand on October 15 is truly to make available to contractors 
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the privilege of taking up questionable items in advance and will not be deemed 
to be a requirement . we believe it to be desirable* However, the language of 
the section does not make this sufficiently clear and we are fearful that the 
good intentions at the Secretarial level may not be carried out in the field. 

Such agreements to be practical, can be on a contract-by-contract basis 
as to only three of the cost elements listed. These are: (v) pre-contract costs 

(ASPR 15-204.2(dd));' (vii) royalties (ASPR 15-204. 2(jj)); and (ix) travel 
costs, as related to special or mass personnel movement (ASPR 15-204.2(ss)(5)) . 

All others must of necessity be treated 'uniformly and on an overall basis. No 
forum is provided for such overall negotiations, nor is any basis provided for 
effecting agreements binding for all Government end-use work, whether as a prime 
or subcontractor. The latter is especially burdensome for small businesses doing 
business as subcontractors to many large primes. 

Comparisons to custom tinder Part 5 of the present ASPR, Section XV are 
invalid, as such discusssions have often been with auditors and pot contract 
officers, and not always embodied in formal contracts or agreements. Nor are 
such overall agreements favoritism to contractors, for no special advantages are 
sought - only uniform treatment of these kinds of indirect costs. 

This section, then, should be deleted in its entirety, - for the reasons 
outlined at the 15 October conference. If retained, however, it should affirm 1 
that failure to negotiate in advance does not lead to disallowance, that initially 
negotiated amounts or clauses may be reopened on showing of necessity or changed 
circumstances, and it should provide a forum in which contractors might negotiate 
these factors on an overall basis. 


VII. INDIVIDUAL ITEMS OF COST 


We could extend our remarks at the 15 October conference and debate 
further on each individual item discussed. This would be unnecessary if you accept 
our basic premises, as heretofore outlined, for then you would not issue, as an 
ASPR, any statement on allowances, disallowances, or review requirements for 
individual elements of cost. If, on the other hand, you should decide to continue 
the present format and approach implicit in the outstanding drafts, then, though 
in overall disagreement, and in addition to the comments herein above expressed, 
we would want to be heard on individual items as completely as possible. Towards 
this purpose, we have prepared and attached an illustrative list, with only a 
minimum of justification, stating industry*s position both on those items discussed 
at the 15 October conference, and on those items not discussed but as to which 
disagreements still exist. We shall, of course, be glad to amplify these in 
writing or in person to any extent you or the other Assistant Secretaries may wish. 

Apart from these items, it was apparent at the 15 October conference that 
considerable redrafting of the proposed regulations is necessary to clearly express^ 
the matters on which there is no disagreement except as to semantics. When your 
overall decisions are reached, we hope that their implementation, as well as these 
corrections, can be made the basis of a joint drafting effort by a very few persons; 
from Government and industry who are not committed to the old words and the old 
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cliches. Such a procedure has been expeditious on other subjects - it should be 
on this one, too. 

In conclusion, may we express again our appreciation for your sincerity 
and patience in hearing us out on these difficult issues. You have an opportunity 
to make a unique and lasting contribution to the health and welfare of our defense 
effort and the industries which are participants in it. We hope that we have 
helped to show you how that can be done. 


Sincerely yours. 


Ernest F, Leathern \ 
Associate Chairman 
October 15, 1958 Conference 




ATTACHMENTS 


I. TEST OF REASONABLENESS 


We propose the following; 

(a) In evaluating estimates or actual costs of performance of specific 
contracts, the application of the test of reasonableness requires a flexibility 
in understanding and the exercise of sound judgment in dealing with the specific 
item after consideration of all influencing or related factors. 

(b) Evaluations of reasonableness, of necessity, involve consideration 
of 1) the function of the cost, 2) the amount of the cost, and 3) circumstances 
under which it was incurred. 

(c) These elements may then be tested against one or more of the following 
factors as appropriate; 

1) Whether the cost is recognized as an ordinary type of 
expense in the conduct of the contractor’s business. 

2) Whether the cost makes a functional contribution to 
the conduct of the contractor’s business. 

3) Whether the cost was incurred in accordance with 
established policies and practices of the contractor. 

4) Whether the level of the cost is consistent with the 
prior history or experience of the contractor with 
regard to the cost, adjusted for changed conditions. 

5) Whether the cost is compatible with the prevailing 
level of comparable costs incurred in similar concerns, 
in the same geographic area, or in industry in general. 

6) Whether the cost exceeds that which would be incurred 
by an ordinary prudent person in the conduct of 
competitive business giving recognition to the 
circumstances under which it was incurred. 

(d) In the negotiation of fixed price contracts, the presumption of 
reasonableness, of costs, as such, is not applicable inasmuch as the controlling 
element in such negotiation is the overall price. 


(e) As to allowability of costs under cost reimbursment type contracts, 
the presumption of reasonableness shall be accepted unless the cost is patently 
unreasonable either as to type or amount when measured by applying the appropriate 
factors of those listed in (c) above. Prior to making a determination of unreason- 
ableness, the contractor shall be given the opportunity to submit data sustaining 
the reasonableness of the cost. The burden of proof shall be regarded as having f 
been met if the evidence submitted sustains the reasonableness of the cost under 
the circumstances in which it was incurred. 


ATTACHMENTS - 2 

II. ADVERTISING - Section 15-2A0.2(a) 

Industry recognizes that some forms of advertising are seldom, if ever 
properly allocable to Government contracts, but these are far narrower than the * 
areas of advertising, and other types of costs, absolutely excluded and made 

? 3 secti ° n * Zt Protests, therefore, such absolute exclusions and 
P res ? nt its case ^ negotiations to show whether and to what 
adv0r J is * n ? « benefit to the Government, is reasonable in character 
and amount, and is fairly allocable to Government contracts. This is especially 

° f deftoitl ° n 8l ™ t0 talffi’SL. 

* artificial distinction drawn among varying advertising media. 

«« owi * Here , as in all specific elements of costs, we recommend that there be 

no exclusions by definition, and that the tests of allowability should be def-inoH 
and not the tests of unallowabilitv Th-i- ojj.wwaoii.ixiy snouid be defined, 

stigma of unallowability in^Seral! .laments of the 

ni * COMPENSATION FOR PERSON AL SERVICES - Section H-IQL. 2(f) 

but a few Sedf'fo^lLifiit^ 310 ” 3 /^ thia section are a great Improvement, 

. , V neeas xor clarification remain, as pointed out specif lean * h» +v,« - 

industry spokesman at the 15 October conference. As no serious disa ^remneni 
IV. 


reSEARQUMID DEVELOPMENT - Section l^on/ f .o 
clause: ^ prOp ° 30 the fol i°wing specific language to substitute for this 

aa2S3: as* 

potentialities of new^cientffi^f 1 t0 determine *** expand the 
technology, materials ^ discoveries or improvements in 

and 3) represents efforts to^advance the^tat^of ^? hniquea * 
research does not include any such effort the *?': Applied 

is the design, development, or test of specific artiol P rincirial eim 
to be offered for sale. 5 01 cpcc^ic articles or services 

knowledge ^i=h 
«=lU3i?e U o^^^ tS 
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be allowable as indirect costs, provided they are incurred purs uan t 
to a broad. planned program reasonable in scope, with due regard to 
expansion when justified by changes in science and technology, and 
which is well managed. Such costs should be charged off as incurred, 
and not capitalized, and shall be equitably allocated to all the work 
of the contractor, but in appropriate cases, such allocations may be 
made separately for each of acontractor’s organizational segments. 

'*4* Cost of contractor *s independent development, as defined in 
paragraph (2) above (which are not sponsored by a contract, grant, 
or other arrangement), are allowable to the extent that such 
development is related to the product line for which the government 
has contracts and provided such costs are reasonable in amount and are 
allocated as indirect costs to all work of the contractor on such 
contract product lines. Such costs may either be allowed as incurred 
or capitalized and amortized over a reasonable period, but the method* 
of recovery chosen by the contractor must be uniform and consistently- 
applied. 


5. If provided for under the contractor’s accounting system, indepen- 
ent research and development costs may, but are not required to include 

amounts representing appropriate shares of indirect or administrative 
costs#^ 


h« the b ? sic indu3tl 7 position that applied research should 

grouped with basic research, and not with development (which Mr# Holadav*s 

?“E C03tS Sh0Uld be against & 22?S In 

contracts of any type to the proportion which Government business bears to total 

acoe ? tabi ? «““* 

lib, toward which tL S’SrStS?" 0 * 3 * ta0lUded the 

trols sought th i S ° lause wil1 be seen to provide the overall con- 

7 ?! 3rs * Munves * Golden ^ others at the 15 October conference On 
entirely aif 1 * 1 ' ^ Q , pro P° sed language in the 21 August 1958 draft would exclude 

in contL^p??Sct\Ses^ C airL r i^ OVe T- At WaS related to Production work 

before such a rSatioSh?; be su ? h / esearch be ^s long 

portion allocable to reseLch and *!!!! * exclude3 any recovery of that 

esoeciallv tn tv™ research and development contracts. This is manifestly unfair 

tLTf^of coSt^ ia but not 

to R&D jobs should be'pennissive'a^d^ot^rr 11 apP Jf Lng departmental overhead 

fore, a contractor to S^L^col^Tp^riS 


V. 


CONTRIBUTIONS AND DONATIO NS - Section 15-20A.2fhl : 


recognize Sd^fpuTlic f •****'» 

expenditures for contribute nn« es PonsiDiiities to deny acceptance. .of its/''"' 

fear of the^rS^,^ coat,. ’ 

These certainly can be defenori + f sdv !! °r .improper, objects of givinfcv . - 

acceptable to both industry and Gov«wm 3 +°^ ^ eas °nablene33 established which are 

recodes such expSSws^s SltT^I branch of the Government ‘ 

p 3 as cost3 * exce P t th e Defense Department and GAO. 



ATTACHMENT - 4 


This is a very small percentage of total costs for most contractors, but 
is a very vital one in maintaining external and community relations. 


VI. INTEREST - Section 15-20A.2 (q) 

The Government spokesman at the 15 October conference took a position 
contrary to all fact when he said that interest "is not a price paid for something 
used in production." It is incredible for anyone to think that a business can be 
run or a Government contract produced without money, and that there is not a price 
to be paid for money. The simple fact is that interest is a vital cost of doing 
business. Indeed, this cost of capital ranks with the cost of material, the cost 
of labor, the cost of overhead, etc., as the fundamental costs of conducting anv 
business operation. s J 


The most frequently presented arguments against interest recovery hinge 
primarily upon the thesis that the Government should not favor those companies which 
engage in substantial borrowing over those companies which rely primarily upon 
equity capital. The proponents of such a thesis are ignorant of the peculiar set 
of economics in military business as opposed to the acceptable economics of ordinary 
commercial business. This separate set of economics must dictate to the sophisticatec 
and competent management of a military company that the best interests of their 

ar ?x S f rved ? y en efS in e 1x1 an optimum amount of borrowing to finance 
ca P ital requirements of military sales. This "leverage approach" is not 
used for the purpose of pyr am id in g the eamingson stockholders* equity, but rather 
because of the cyclical, expandable and contractible, nature of military business. ' 

°f the °r V-Loai nature, which too is expa^ble 

d contractible, management can to some extent insulate the company* s financial 
status against the cyclical hazards inherent in military businessT To do otherwise 

or P rimaril 3 r u P°n additional stockholders* capital for the * 
financing of military sales, would, by an professional investor standards represent 

^ockholde^capitAl^h 7 * Very simply, to have committed the corporation to a broadened 
stockholder capital base and to be faced subsequently with a contraction in its 

th **7 sa f? 3 would result in a diluted and weakened corporate status. Indeed 
the corporation would at that time look like an "uninvestS" investnS trust?' 

v-Ia nrvMrm,^v however, ^e financing of this business was pursued intelligently 
via optimum borrowings, rather than additional stockholder capitL. solelv tha 

Sor^S 0l S r h CaPlt ^ wa30nab ^ ^diluted aft« both the 

St,Sl T COntraotei <“* ite 

“ ia 

contractors fs^ ^t^e^nt^f f” lb mig,,t halre to oaU - upon these 

through stockholders t capital w i i ^ u rea ^f f hostilities. Financing solely 

as- 

corporations cash parses. However, if these 

during any interim contracti^periods, th^ Sm **?? 
any new military requirements at short notice. * “ h CapibilitJr of meetin 8 


subsidy fo^^iaSlsfSd^X^cLT 0 ™ 17 * - 7 «>• is not a 

compensation to the well managed Sewell 
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incurred costs* Such management cannot ignore the fact that by their very nature 
defense contracts often generate more requirements for working capital than any 
other kind of business. 

Finally, this is another instance in which all that industry seeks is an 
opportunity to make its case in negotiations freely conducted, and not to be fore- 
closed arbitrarily from such negotiations. 


VII. PLANT RECONVERSION COSTS - Section 15-20A.2(cc) 

Industry believes that there are circumstances not within the limited 
allowability provided in this section, and that these should be left open for 
negotiation* This is another instance of unreasonable and arbitrary disallowance 
in an area where adequate controls upon allowability should be readily devisable, 
or could be negotiated in advance on a case-by-case basis. This matter can be 
resolved by a joint drafting committee* 


VIII. OVERTIME COMPENSATION - Section 15-20A.2M 

Industry’s recommendations are limited to requesting a clarification - 
between overtime premium pay and shift premium pay, both in ASPR, Section XII and 
any new Section XV. 

This matter can be resolved by a joint drafting committee. 


ITEMS NOT DISCUSSED AT 15 OCTOBER 1958 CONFERENCE 

IX. RENTAL COSTS - Section 15-20A.2(hh) 

The provisions of this section, both as to normal rentals and lease-back 
rentals, are unrealistic and inequitable in that the tests of reasonableness are 
much too narrow. The ultimate test should be the rental value of comparable 
properties, and not comparisons to costs which the contractor would have sustained 
as owner. For example, the actual owner is entitled to a profit, to be included 
in his rental, and not just a bare cost recovery. 

Full recovery of actual lease or lease-back costs have been maintained and 
allowed in decisions of the Armed Services Board of Contract Appeals. 

It would be unfair as to present lease or contractual commitments which 
cannot be altered to disallow now legitimate costs incurred thereunder. This is 
a typical example of the injustice of changing rules in mid-stream. 


X. CIVIL DEFENSE COSTS - Section 15-20L.2(e) 

It is unrealistic, and a detriment to the perfection of civil defense 
plans for a community or area as a whole (which certainly must be done under threats 
of A or H bomb damage), to deny allowability to reasonable expenditures undertaken 
off or away from the contractor^ premises, and for contributions to local civil 
defense funds and projects* The latter usually consist of employee time and 
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equipment (trucks, mobile radios, etc.) rather than cash, and are closer to plant 
protection costs than to charitable contributions. 

The limitation that expenditures must be made at the suggestion or require 
ment of civil defense authorities is not only unrealistic, but a direct violation of 
managements right and duty to protect its properties. 

This item is of insignificant dollar value in most companies, but is 
illustrative of a number of items where partial disallowance is accomplished by 
definition. . 


XI. CONTINGENCIES - Section 15-201. 2(g) 

As to “historical contingencies,” industry requests that they not be 
categorically disallowed, but left open for negotiation. The proposed regulation, 
in subparagraph (2), is based on the erroneous assumption that because the event 
giving rise to the cost is in the past, then the actual cost can be definitely 
known. This is not true in many normal business situations. One typical example 
is warranty expense. 


XII. DEPRECIATION - Section 15-201.2(1) 

This section is replete with technical changes requiring the type of 
language revisions which could be accomplished by a joint drafting committee. The 
principal matter of substance which, in fairness, should be revised is subsection 
(5) in order to recognize the national interest in maintaining stand-by defense 
facilities, even though these are not necessary to current or “immediately 
prospective” production. 


XIII. EXCESS FACILITY COSTS - Section 15-201.2(1) 

Limiting the allowance of excess facility costs to “current and 
immediately prospective purposes” is too restrictive and does not serve the Govern- 
ment's best interests. We feel that those facilities “reasonably necessary for 
stand-by production purposes” should be the criteria. 

XIV. INSURANCE AND INDEMNIFICATION - Section 15-201.2(p) 

. Industry »s objections to this paragraph are technical but vital. These 

*5® cased upon the premises that (1) the portion of business interruption insurance 
which is disallowed cannot be avoided by contractors as a normal and legitimate 
business cost and should be allowed in full, (2) actual losses incurred through an 
approved self-insurance program or otherwise should be allowed without being 
contingent upon contractual coverage since these cannot be foreseen in advance of 
occurrence, and (3) the contractor should not be prohibited from purchasing 
insurance covering the insurable risk that a contractor has in Government property 
unless there is a complete relief of liability granted to the contractor. 
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XV. FINANCING COSTS OTHER THAN INTEREST - Section 15-204.2(q) 

Financing and refinancing coats are an inevitable part of the costs of 
doing business. These costs should not be shoved over entirely against commercial 
business. Government should bear its fair share. 

Does anyone really believe that financing is not required to do business 
with the Government? 


XVI. MAINTENANCE AND REPAIR COSTS - Section 15-204.2(t) 

Industry recommends an unqualified allowance of such costs, and hence, 
the deletion of subparagraphs (l)(i) and (ii). 

XVH. MATERIAL COSTS - Section 15-204. 2(v) 

i Technical revisions are required in subsections (2), (3) and (4) to assure 

that the contractor is entitled to recover its full costs of materials, and to ; 
recognize varying acceptable accounting practices. As to subsection (5), the 
allowability of prices in interdivisional transactions is too narrowly defined and 
■needs extensive revision, especially to recognize the fact that competitive costs 
exist as to wholly Government end-use components as well as to commercial component-^ 

XVHI. ORGANIZATION COSTS - Section 15-204. 2(w) 


True costs of organization are an inescapable cost and should be 
allowable if amortized on a reasonable basis. Without them, the contractor would 
not exist to undertake contracts for the Government. 


XIX. PATENT COSTS - Section 15-204.2(z) 

This section is unduly restrictive in its wording, and could be materially 
improved by a joint drafting committee. The Government certainly should not, 
directly or by implication, disallow the costs of obtaining and protecting patents 
to which it wants or claims license rights and, in addition, it should bear its 
allocable share of patent costs incurred by the contractor. 

* 

XX. PROFESSIONAL SERVICES COSTS - Section 15-204. 2(ee) 

The success of a suit against the Government, or of defending a suit brought 
by the Government, is proof of the contractor’s inherent rights. The professional 
costs of defending these rights should, in all fairness and equity, be allowable. 

Technical corrections and changes are also desirable in the tests of 
reasonableness and allowability contained in subsections (1) and (2) of this 
section. 
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XXI. RECRUITING COSTS - Section 15-20A.2(gg) 


.. "? uld L? re f* r 10 888 ^ he sub J«ct of "special benefits or- emoluments" 

dealt with affirmatively. As presently written the use of "standard practices in 
the industry" as a criteria for allowance would be most difficult if Sot impossible 
to administer and determine. Therefore we recommend changing the last sentence 
in this paragraph to read! "Reasonable costs of special benefits or emoluments 
offered to prospective employees are allowable* 5 ' 


XXH. ROYALTIES - Section 15-20A.2H1) 


. .. T ^ a ne ® ds materia ^ revisions and deletions. The determination 

of the unenforceability of a patent (see subsection (iii)), or of its invalidity 

iwr ^ +h i i'+ arQ d J uddcial functiQ n 3 , which under no circumstances should 

ever be left to the determination of a contracting officer. 


. . . Royalty payments are usually based upon contractual obligations freelv 

?!!° t f ated nt t arm ® length. There is no reason why it is not enough to subject 
them to ordinary tests of reasonableness. J 


XXIII. SELLING COSTS - Section 15-.20A.2(kkV 


The philosophy that selling and distribution expenses are generally 
unnecessary In securing Government business, and hence are unallowable, fails ~ 
to recog^ze the many indirect benefits the Government gains from a contractor's- 
sales, distrioution and sales engineering functions. The paragraph as written 
TOUbd peimlt an Allocation of only those expenses which consist of "UclSoaJ? 
consulting, demonstration and other services 5 ' for purposes of adaptation of the 
contractor s product to Government use. This is an unwarranted limitation and 
this category of expense should be fully allowable, subject only to tests of 
reasonableness and allocability. 


XXIV. TAXES - Section l5-20A.2(ofl) 


S ! C g tion technical revisions to bring it into accord with 

recent court decisions, and to permit a contractor to protect property against 

V? its interesta in- a timely manner whfn the 

lovernment fails to meet date dea dli nes. 


XXV. 


TOADE, BUSINESS AND PR OFESSIONAL ACTIVITY COSTS - Section l5-20l.2(np) 


. . ^ ere a gsin, exclusions by definition occur. One omits from allowability 
aembership costs in service organizations which in fact are required to preserve 7 
\ corporation's status in its plant communities. The other places overly narrow 
lualifications (i.e., "dissemination of technical information or stimulation of 
production 51 ) upon meeting and conference expense allowability. 


3*1. ADDITIONS NEEDED FOR TERMINATION SETTT-T^MTOTg 


...... Recognition should also be given in the Cost Principles to the following 

Claims? 1 * 1 tyPeS ° f costs which are experienced by contractors under terminSiwT 8 

Common claims of subcontractors 
Costs continuing after termination 

Initial costs (including high start-up costs) 
fnterest on borrowings 

of special “ chinery and 
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XXVII COST ELEMENTS MADE WHOLLY UNALLOWABLE 

Item Paragraph of Proposed Cost Principles 


Made Unallowabl 
by Present ASPf 
Section XV 


« 15' 
. 15' 
15- 
15- 
15- 
. 15- 
15- 
15- 
(Sec, 


Bad debts (Sec 

Stock options (Sec 

Historical contingencies (Sec 

Contributions and donations (Sec 

Entertainment (Sec 

Excess facility coats (Sec 

Interest (Sec 

Bond discounts (Sec 

Costs of financing and refinancing 
legal and professional fees paid 
in preparation of prospectus (Sec 
Costs of preparation and issuance 
of stock rights (Sec 

Losses on other contracts (Sec 

Organization costs (Sec 

Reorganization costs (Sec 

Costs of raising capital (Sec 

Legal, accounting and consulting 
services (of certain types) (Sec 
Federal income taxes (Sec 

Taxes in connection with financing, 
refinancing or refunding (Sec. 15- 

Special assessments (Sec. 15- 

Taxes for which exemptions are 


-204.2(b)) 

-204.2(f)(5)) 

-204.2(g)(2)) 

•204.2(h)) 
•204* 2(k)) 
•204.2(1)) 
•204.2(q)) 
>204. 2(q)) 
15-204. 2(q)) 


. 15-204. 2(q)) 


15- 
15- 
15- 
. 15- 
. 15- 

. 15- 
. 15- 


204. 2(q)) 

-204.2(a)) 

-204. 2(w)) 
-204.2(w)) 

-204. 2(w)) 

-204.2(ee)(3)) 

-204.2(oo)(l)(i)) 

■204.2(oo) (1) (ii) ) 
-204.2(oo) (1) (iv) ) 


yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes 

yes . 


available etc. (Sec. 15-204.2(oo)(l)(iii)) 

Grants to educational or training institutions, including the donation of 
facilities or other properties, scholarships or fellowships (Sec. 15-204. 2(qq)( 5)) 


Losses from sales or exchanges of 

capital assets (Sec. 15-204. 2(ff)) 

Contingent fees for securing government orders 


yes 

yes 


XXVIII COST ELEMENTS MADE PARTIALLY iTMArmwARTTC 


Advertising Costs (Sec. 15 

Civil defense costs (Sec. 15 

Depreciation on idle or excess 
facilities (Sec. 15' 

Use charge in fully depreciated assets 
Fines and penalties (Sec. 15 

Insurance on lives of officers, 
partners or proprietors (Sec. 

Patent costs (Sec. 

Reconversion costs (Sec* 

Costs of special benefits or emoluments 
offered to new employees (Sec. 15 

Applied research and development 

costs (Sec. 15 


15- 

15- 

15- 


-204.2(a)) 

-204.2(e)) 

-204.2(i)(5)) 

(Sec. 15-204.2(i)(6)) 
-204. 2(m)) 

■204.2(p)l(v)) 

>204. 2(z)) 

■204.2(cc)) 

•204.2(gg)) 

•204.2(ii)) 


yes 


yes 


yes 
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Item 


Mada Unallowable 
by Present ASPS 

Paragraph of Proposed Cost Principles Section XV r 


Accruals for mass or abnormal 
severance pay 
Commissions and bonuses 
Unrecovered true depreciation 
Insurance 

Deferred maintenance 
Material costs - credits 
" w - writeups or 
writedowns 
Lease-back costs 
Memberships 

Training and educational costs 


! Se c. 15-204.2(mm)(2)(ii)) 
Sec, 15-204. 2(f)) 

Sec. 15-204. 2(i)4(ii) 

Sec. 15-204. 2 (p) 

Sec. 15-204. 2(t)l(ii) 

Sec. 15-204, 2(v)2) 

(Sec. 15-204.2(v)3) 

(Sec. 15-204. 2(hh) (3)) 
(Sec. 15-204.2(pp)(l) 

(Sec. 15-204.2(qq)(l,2fc3) 


yes 

yes 


yes 


XXIX COST ELEMENTS FOR WHICH SPECIAL TESTS OR REVIEWS APE REQUIRED 


Paragraph of 

I^ em Proposed Cost Principles 

Bidding costs (Sec. 15-204.2(c)) 

Compensation for personal services (Sec. 15-204.2(f)) 
Future contingencies (Sec. 15-204.2(g)(3)> 

Emergency depreciation or 
amortization (Sec. 15-204.2(i)(4) 

Use charge on fully depreciated 

„ assets (Sec. 15-204. 2(i)( 6)) 

Insurance (Sec. 15-204.2(p)) 

Costs of materials transferred 
between plants or affilitates (Sec. 15-204.2(v)(5)) 
Overtime, extra-pay shift and 
multi— shift premiums 
Pre-contract costs 
Professional service costs 
Recruiting costs 
Rental costs 

Research and development costs(Sec. l5-204,2(ii)) 
Royalties (Sec. 15-204. 2(jj)) 

Selling costs (S ec . 15-204. 2(kk)) 

Severance pay (s ec . 15-204.2 (mm)) 

Unadjudicated taxes (Sec. 15-204.2(ooj(2)) 

Meeting or conference expense (Sec. 15-204. 2(ppK3)) 
Travel costs (Sec. 15-204.2(ss)(5)) 


Made 

Unallowable 
By Present 
ASPR Sec. XV 


yes 


Special 
Consideration 
Required by 
ASPR Sec. XV 


yes 


Sec. 15-204. 2(y) 

Sec. 15-204.2(dd)) 

Sec. 15-204.2(ee)(l) and (2)) 


yes 

yes 

yes 

yes 

yes 


(Sec. 15-204. 2 (gg)) 

15-204. 2(hh)(l) and (2) 


(Sec. 


yes 

yes 


yes 


XXX 


i mi5 ,. 0N WHICH ADVANCE NEGOTIATION I S REQUIRED AS A REQUIREMENT OF COST ALLIANCE 


Contingencies (S ec . 15-204.2(g)) 

Insurance and indemnification 
(losses not covered by insurance - Sec. l5-204.2(p)(l)c) 
(Indemnification - Sec. 15-204. 2 (d)(2)) 

=' Cost ® . (Sec. 15-204. 2(z)) 

s , s3 i 0n f 1 service C03ta (Sec. l5-204.2(ee)(3)) 

Rental Costs (Sec. 15 - 204 . 2(hh) (3)) 
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James J. Nance, Pmidem 
William J. Cronin, Managing Dir*** 

Mr. L. H. Mulit 
Director of Requirements 

Procurement and Distribution , 

Office of Assistant Secretary of Defense 
(Supply and Logistics) 

Washington 25, D . C . 

Dear Mr. Mulit: 

During the meeting with industry representatives on May 21, 195&, your 
office granted industry the opportunity to submit further written reco mm e n dations 
and c omme nts concerning the most recent draft of the proposed Revision to Part 2 
of Section XV - Contract Cost Principles - of the ASPR. Also, it was agreed that 
such recommendations and comments would be examined and evaluated prior to the 
publication of the Revision. ; 

The members of the Automobile Manufacturers Association believe that, in 
certain areas, the proposed Revision should be changed to further amplify or clarify 
specific provisions and, also that other provisions should be revised to make them 
more acceptable to industry. The members of this Association have requested that I 
forward to you their comments and suggestions, which are as follows: 

15-200* Scope of Part 

. It is strongly recommended that this paragraph be expanded to incorporate 
a statement to the effect that this Part (2) is not applicable to fixed-price con- 
tracts including those providing for price redetermination. Until such time as 
this paragraph clearly so states, there will be procurement and Audit personnel who 
will continue to use it as a guide in connection with such contracting despite the 
Department of Defense Instruction to the contrary. Also, reference to Part 7 should 
be deleted until such Part has been issued. 

15-201.2 Factors Affecting Allowability of Costs 

It is believed that the factors affecting allowability of costs, as set 
forth in this paragraph should be used as a guide by Contracting Officers but that 
Audit Agencies should not be allowed to pass Judgment on the type of determination 
listed as item (1) and tht such limitation should be clearly stated. This can be 
accomplished by changing item (i) to read "reasonableness, as determined by the 
Contracting Officer". 

Many contracts contain express allowance of certain costs. Therefore, 
item (iv) should not be restricted to limitations of costs but should be revised 
- to read "any limitations set forth in this Part 2 or any pertinent provisions 
otherwise included in the contract as to types or amounts of cost items." 
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15-203 .1 General 


It la suggested that the third sentence of Subparagraph (b) be revised 
to read "In order to be acceptable, the method used in connection with Government 
contracts shall. Insofar as possible, conform with generally accepted accounting 
practices, provide uniformity of treatment for like cost allowances, be applied 
consistently, and produce equitable results." It is not always practicable 
for Contractors to adhere strictly to a method because of circumstances ..'peculiar 
to a particular contract. 


15-204.2 (a) Advertising Costs 


All of the Contractor^ advertising costs that are reasonably allocable 
to the contract should be allowable. Therefore, it is recommended that this 
subparagraph be deleted and that the principles of AS PH 8-402 b.(l) be sub- 
stituted therefor. 


15-204.2 (b) Bidding Costs 


There should be no question as to the acceptance of reasonable and 
equitable bidding costs. The last sentence of this subparagraph should read ■ f 
"Bidding costs will be accepted if found, by the Contracting Officer, to be 1 
reasonable and equitable." 

15-204,2 (c) Civil Defense Costs ^ 

Because of the ever-changing situation with respect to civil defense acti- 
vities, Contractors could be forced into the position of having to contribute 
substantially to some local civil defense project and should not be precluded 
from recovering such expense In contract pricing. Therefore, the last sentence 
of this subparagraph should be deleted, without substitution. 

15-204.2 (d) Compensation for Personal Services 

The last sentence including items (1) add (li) should be deleted, without 
substitution. No limitation should be placed either upon the employer contribution 
or upon the amount paid or accrued with respect to deferred compensation benefits. 
There are already sufficient restraints In the area of reasonable costs. Also, 

In the case of some Contractors, the basic salary or wage is nominal In relation 
to the additional compensation benefits with the sum of the two being relative to 
the services rendered. Without such plan the Contractor may not be able to attract 
and retain personnel necessary for both Government and non -Government business. 

15-204.2 (e) Depreciation 

Subparagraph (3)(ii) should be deleted and the following substituted In lieu 
thereof "after the end of the emergency period, shall be computed by distributing 
the remaining undepreciated portion of the cost of the emergency facility, Including 
any amount of unrecovered "true depreciation", over the balance of its useful llfe^-— ^ 
(but see (4) below.)" In Instances where the facilities are utilized In the per- 
formance of defense contracts during the post-emergency period. Contractors 
should be permitted to recover in the post -emergency period as an element of 
contract cost the original cost or the applicable portion thereof of the facilities 
less "true depreciation" actually recovered during the emergency period. 
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15-204.2 (f)~ Employee Morale, Health and Welfare Coats and Credits 

It is suggested that "recreation programs" be included in the examples 
set forth in the first sentence of this subparagraph. 

15-204.2 (g) Food Service Costs and Credits 

The last two sentences of this subparagraph should be deleted and the 
following sentence substituted: "Reasonable losses from operation of such 

services are allowable provided, however, that such losses are allocated to 
all activities served." Reasonable losses should be allowable, as are other 
employee morale, health, and welfare costs, and should not be dependent upon 
the policy of the Contractor to operate the service at either a profit or 


15-204.2 (h) Fringe Benefits 

The words 'Vhich constitutes, in effect, an implied agreement on the 
Contractor's part" should be deleted from the last sentence. 

15-204,2 (jj Insurance and Indemnification 

Subparagraph (4) states that actual losses not reimbursed by insur anc e 
are unallowable unless expressly provided for in the contract. This is in- 
equitable as Contractors should be entitled to recover the portion of such 

that is equitably allocable to the contract. It is suggested that this 
Subparagraph (4) be rewritten to read as follows: "Actual losses not re- 

ursed by insurance (through an approved self-insurance program or otherwise) 
are allowable. Such losses shall be allocated to individual contracts on 
an equitable basis. 

3-5-204.2 (k) Maintenance and Repair Costs 

Subparagraph (2) should be deleted since it forces the Contractor to 
anticipate future abnormal conditions that may be encountered at the time of 
entering- into a contract. Furthermore, it requires the Contractor to convince 
the Contracting Officer that an abnormal condition will exist in the future. 
This could be the source of considerable misunderstanding and argument since 
opinion plays an important role in maintenance and repair items. 

15-204,2 (m) Material Costs 

. J* ^Paragraph (6) the second reference to (i) and (ii) should be 

? I ’ e v* thin the subparagraph. Also the second 

item should be changed to read: 

"the transferor 's sales price to its most favored customer for 
the same item in like quantity and under similar circumstances; or" 
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19-204 ,2 (p) Pension plans 

The first paragraph of Subparagraph (3) (ill) should be deleted and 
the following Inserted: "In cases where the Internal Revenue Service with- 

draws approval of a plan, amounts allocated to contract costs subsequent to 
withdrawal of the approval will become unallowable. If they -". Contract 
costs allowable under Internal Revenue Service approvals should not be dis- 
allowed retroactively but only from the date the approval is withdrawn. 

19-204.2 (r) Professional Service Costs— Legal, Accounting, Engineering and Other 

The cost of successful defense of anti -trust suits, and the successful 
prosecution of claims against the Government should be allowable under the 
provisions of Subparagraph (3) and should be so stated. 

19-204.2 (t) Rental Costs (including Sale and Leaseback of Facilities) 


The restriction, set forth In Subparagraph (3) , on amounts of f 

allowable rent for facilities covered by sale and leaseback agreements 
la not equitable. Many contractors would be unable to finance the facilities 
required and, even if they could borrow the necessary funds. Interest on the 
loan would not be allowed as a cost. However, In order to guard sgalnst 
abuses, the allowable rental on facilities covered by sale and leaseback 
agreements should be based on the same factors as those in Subparagraph (l) 
for rental costs of land, buildings, and equipment and other personal property. 

19-204.2 (u) Research and Development Costs 

Allowability of costs for either general or related research work 
should not be limited to either those costs "specifically provided In the 
contract" (Subparagraph (2)) "or are related to the contract product line" 
(Subparagraph (3)) but should be aLlowable if equitably allocated to *11 
work of the Contractor. As this subparagraph is now written It could Impose 
a hardship upon a large Contractor* whose research activities encompass both 
"general" and "related" research In a common department or division. In 
such cases. It would be Impractical to segregate the "related" costs from 
the total costs. 

Subparagraphs (2) and (3) provide that the Contractor disclose to 
the Government the purposes and results of its research nnA development 
work, for the cost of such work *to be allowable In contract pricing . This 
condition Is unacceptable and should be deleted, without substitution. 

This condition could require the disclosure of Information of the type which 
the Contractor desires to protec t from use by competitors in Industry and 
which he would so protect In the course of his regular business as one of his 
most valuable assets. 

Subparagraph (9) should be deleted, without substitution. 
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15-204.2 (w) Severance Fay 

The second sentence of Subparagraph (1) should be reworded to 
read "Costs of severance pay are allowable, in each case, if it is paid 
as the result of (i) legal requirements, (ii) employer-employee agreements, 
(iii) established policy of the Contractor, or (iv) the circumstances of 
the particular employment." 

The entire first sentence of subparagraph (2) (11) should be deleted 
and the following substituted: "abnormal or mass severance payments act ual ly 

made upon cessation of work when there is no reasonable prospect of con- 
tinuing employment on other work of the Contractor is allowable . The amount 
allowable shall be determined by assigning the total cost of actual mass 
severance payments to the applicable contracts existing at time of severance." 
Unless this change is made, the provision is most inequitable to Contractors 
as recovery cannot be made for amounts allocated to contracts completed 
prior to the date the mass severance costs are incurred. 

15-204.3 (c) Contributions and Donattone 

It is inequitable to disallow contributions and donations which are C 
a normal cost of doing business and whifch, as good citizens of a community* 
Contractors are required to make. This subparagraph should be revised to 
allow such expenses, when the Contracting Officer determines them to be 
reasonable . 

15-204,3 (e) Excess Facility Costs 

This subparagraph should be rewritten to read "Unless otherwise pro- 
vided for in the contract, these costs are unallowable." 

15-204,3 (g) Interest and Other Financial Costs 

Interest and other financial costs are good costs and should be 
allowable in contract pricing. Also, interest on borrowings is subject to 
consideration in the settlement of termination claims as set forth in 
ASH?, 8-402 b.(l4) and should likewise be allowed as cost in connection 
with cost-type contracting. 

15-204.3 (k> Prof its and Losses on Disposition of Plan t. Equipment or 
other Capital Assets ~ ~ — — — 

This subparagraph is contrary to the provisions of ASH? 8-402 b (16) 
which allows the recovery of such items. It is recommended that the ap- 
plicable provisions of ASH? Section VIII be substituted for the presently 
proposed language. 

15-204.3 (1) Reconversion Costs 

There is no reason for the disallowance of any reconversion costs 
as they are defined in this subparagraph. 


June 1 , 1956 


Mr. L. H. Mulit -6- 


In summary, it is strongly recommended that industry’s views as 
brought out in the May 21 st meeting and as supplemented by additional 
written comments, such as those contained herein, be incorporated in the 
Eevision prior to publication. 

The members of our Association sincerely appreciate the opportunity 
to submit their comments on the proposed Revision and hope that their 
views prove to be of assistance to you. 


Very truly yours. 


/s/ William J. Cronin 
Managing Director 
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Rear Admiral L. H. Thomas, SC, USN 

Staff Director „ ,, . . . 

Purchasing & Contracting Policies Division 

Office of the Ass't. Secy, of Defense (Supply & Logistics) 

Department of Defense 

Washington 25> D. C. 
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Dear Admiral Thomas * 


On hehalf of RETMA I wish to express appreciation for the 
opportunity of attending the May 21 meeting at the Pentagon to 
discuss the proposed revision of ASPR Section XV. Part 2. This 
letter also serves to reply to the informal invitation extended 
at the meeting to submit comments. 


The Accounting and Cost Principles Task Committee of this 
Association gave fnll consideration to the revision proposed a 
year ago: comments and recommendations thereon were submitted on 
June 20, 1955. We were pleased to note that the current revision 
indicates your adoption of some of the recommendations advanced 
by this and other industry associations. However, many other 
important recommendations were not accepted. The position of our 
Association with respect to these is unchanged. 


\ 

O' 


We have reviewed the new proposal but feel the need to 


t. 


protest that the time allotted" is "un reasonably short in view of 
the impact that it may have on Industry . The approach of this 
Part 2 is that of an audit m anual as distinct from an outline of 
accounting and cost pr inc iples . This can give rise to serious 
problems in contract negotiation and in the recovery of true costs 
since ASPR Section XV, Part 2, is made a part of cost-reimbursement 
type contracts. Contractors* accounting systems are based on the 
needs of their businesses and have been evolved under competitive 
conditions. Many of them have been approved by the Departments 
with which they do business. 


Viewed generally, the new draft does the following: 


(1) It singles out numerous items as unallow able 
where the Regulation was f ormerly silent,^ This oars 
both the Government and in&dS tf y from judging the 
allowability of items on the basis of reasonableness 
and allocabHity of the contract. 


I. 
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(2) In fifteen instances sp ecific provisi ons are 
required in the c ontract or the item is unallowable* 

Because of thenegative phrasing, contracting officers 
presumably will have to separately justify the inclusion 
in contracts of each and every one of these items. 

(3) In numerous Instances the proposal prescribes 
the accounting procedures to be followed. These could 

be at variance with existing procedures of the contractor 
based on the needs of his business. 

(**•) It classifies as unallowable items recognized 
as costs under sound accounting practices and the 
present policies of the Services. 

The adoption of your proposal will present contractors with 
the serious problem of performing contracts negotiated befor e 
the revision under the cost principles of the exisWng^Part 2, 
and performing contracts negotiated thereafter in^£ccordance- 
with the proposed new requirements. This will^result in 
confusion, administrative difficulties and serious harm to the 
contractor. The confusion and difficulties will be compounded 
if, as we understand, the proposed Part 2 is soon to be replaced 
by yet another revision. 

We understand that the paragraphs on General Research. 
Contributions and Donations, And Profit Sharing Plans are st ill 
under consideration. These three categories of costs vitally 
affect (I) the growth of our industry and its ability to play 
an important part in the National Defense, and (ii) the ability 
of industry to contribute its share to the public welfare, 

(iii) the- ability of industry to grow by virtue of being able 
to offer incentives to employees. Arbitrary or ill-considered 
decisions ; in these areas could have harmful effects completely 
out of proportion to any relatively small savings to the 
Government that might be reflected in contract costs. c 

(1) With respect to the fifteen items classed as unallowable 
unless the contract specifically provides otherwise, we recommend 
‘that these be considered allowable subject to the test of 
reasonableness and allocability. Where costs have been properly 
incurred, it seems unreasonable to expect that the contractor 
will be precluded from recovery either because he was unable to 
anticipate the incurrence, or overlooked the requirement for 
their inclusion, or, because of the situation prevailing at the 
the negotiations, was unable to convince the contracting 
otilceT of the need for their inclusion. 


p ear Admiral L. H. Thomas, 
Department of Defense 
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The l ^n gna ge employed seems to di rect the contracting 
officer to class these costs as unaiicwsunr and places’ the 
harden of justifying the inclusion of special provisions on 
the contractor. This prejudices the contractors position 
from the outset, particularly where so many items are involved. 
Also specific justification can depend upon circumstances that 
may not arise until long after the contract has been negotiated. 


As a less desirable alternative to the above, we recommend 
as a minimum that these fifteen categories ox cosC3 be accorded 
treatment patterned after the existing procedures now embodied 
in Part 5 of Section XV of the Regulation, that is, state that 
these costs are allowable when circumstances warrant and 
indicate that they are to be so considered at the time the 
contract is negotiated. 

(2) The new proposal disallows losses not reimbursed by 
insurance through an approved self-insurance program or other- 
wise, unless expressly provided for in the contract. This is 
one of the items discussed from a general point of view in (1) 
above. However, the importance of this topic warrants that it 
be given additional consideration. 

Insurance clauses in contracts to a very considerable 
extent give the contracting officer the right to limit the 
amount and kinds of insurance contractors carry and to direct 
them to carry insurance in specific amounts, etc. Under these 
circumstances, losses in excess of amounts covered by insurance 
or losses for which no insurance was deemed necessary by the 
contractor or the contracting officer should be allowable. 


(3) In connection with the subject of fully depreciated 
assets, the recording/tfie contractor’s book of accounts of 
accelerated amortization should not be considered as depreciation 
for the purpose of determining whether an asset has been fully 
depreciated. 

. i 

(V) The proposal with respect to pension plans does not 
fully recognize that contractors are committed to pension plans 
by virtue of union contracts, employee agreements, etc. The 
costs of such plans are a necessary and true cost of doing 
business. 


Under the proposal the Government may at any time in the 
future recover any credits or gains that may then be determinable 
as having arisen from abnormal employee terminations. No 
corresponding provision is made, however, where later results 
show that the contractor under-recovered during the period of 
contract performance. 

Specifically, we would recommend that pension plans approved 
by the Internal Revenue Service should automatically be considered 


Hear Admiral L. H. Thomas, SC, 
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a rentable by other Government agencies. In addition, approval 
of a contractor's' plan by the military Department having audit 
cognizance should be mandatory on other Departments. 

With respect to credits or gains arising from abnormal 
employee termination, no specific method should he prescribed. 
Instead treatment should be based on whatever method is 
mut ual ly agreed to be fair and reasonable in light of all 
circumstances. 

(5) As an editorial comment, Paragraph 15-20^.2 (cc) seems 
to have overlooked a statement on the allowability of costs for 
travel incurred in relation to specific contracts which, 
depending upon the contractor's system, might be recovered 
either as a. direct charge or in overhead. 

(6) Paragraph 15-203.1 (c) sets an arbitrary maximum of 
one year as the length of the base period. This limit should be 
for guidance only. 

In conclusion, we hope you will find the above comments of 
value. We are confident that the basic policy of the Defense 
Department with respect to the recovery of costs under cost- 
reimbursement contracts is to provide means and assurances for 
the contractor wholly to recover his legitimate costs. A policy 
which would provide for anything short of this would, in effect, 
shift a portion of the cost of contract performance and result 
In an unreasonable and inequitable burden being placed on the 
contractor. 


Sincerely yours , 

^E. E. McClaran, Chairman 
Accounting and Cost 
Principles Committee 


mr 


ASSISTANT SECRETARY OF DEFENSE 
Washington 25, D. C. 
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MEMORANDUM FOR The Assistant Secretary of the Army (Logistics) 

The Assistant Secretary of the Navy (Material) 

The Assistant Secretary of the Air Force (Materiel) 

SUBJECT: Uniform Procedures for the Implementation of Contract Cost 
Principles and Procedures, ASPR, Section XV, Part 2, as 
Revised by Revision No. 50 dated 2 November 1959 


1. Purpose - The purpose of this memorandum is to establish unif orm 
procedures for the implementation of the Contract Cost Principles and 
Procedures, ASPR, Section XV, Part 2, as set forth in ASPR Revision No. 50, 
dated 2 November 1959, with respect to new and existing contracts with com- 
mercial organizations. Procedures with respect to new and existing contracts, 
with colleges and universities under the revised ASPR Section XV, Part 3, are 
contained in my memorandum dated October 12, 1959. 

2. Background. The Notes and Filing Instructions of ASPR Revision 50 
provide that the principles and procedures set forth in that Revision are manda- 
torily effective 1 July I960, but that compliance therewith is authorized upon 
receipt of the Revision, and that existing cost- reimbursement type contracts 
may be amended to include the revised principles, but only if the amendment 
will not be to the disadvantage of the Government. 

3. Procedure. Set forth below are guidelines to bev. followed in implement- 
ing the revised cost principles. 

(a) Existing Cost- Reimbursement Type Contracts. 

(1) Total costs measured under, the revised cost principles and 
procedures applicable to cost- reimbursement type contracts may differ from 
total costs measured under the cost principles and procedures now incorporated 
in existing cost-reimbursement contracts. Furthermore, while it is probable 
that such differences would not be substantial inmost cases, an accurate appraisal 
of the differences in each case would, in most instances, require an unwarranted 
amount of time and effort on the part of both the Government and the contractor, 
particularly in connection with evaluating the cost impact on subcontracts and in 
the case. of a particular concern when it is acting as a prime contractor and also 
as a subcontractor to another prime contractor. ^ 


(2) In view of the above circumstances, existing cost-reimburse- 
ment type contracts shall be costed out as a general rule in accordance with the 
Allowable Cost, Fixed Fee, and Payment clause (ASPR 7-203.4) of the contract 
and the cost principles presently incorporated therein by reference. For purposes 
of ascertaining the cost principles in effect upon the date of the contract, the 
effective date of the revised cost principles shall be 1 July I960 unless the contract 
has been written or amended to specifically incorporate the revised cost principles. 
An existing cost-reimbursement type contract may, however, be amended to 
provide for the use of the revised cost principles when resolution of the adminis- 
trative problems above does not require an unwarranted amount of time and effort, 
where such action would not be to the disadvantage of the Government and where 
the contractor agrees to such amendment* The following factors will be taken into 
consideratioh in those limited situations where the amendment of existing cost- 
reimbursement type contracts is being considered: 

(i) anticipated increased or decreased costs, if any; 

(ii) administrative savings expected to be gained by 

costing co st- reimbursement prime contracts with 
a given contractor on the basis of one set of cost 
principles; 

(iii) the effect on subcontracts under the prime con- 
tract (see ASPR 15-204(b)); 

(iv) absence or existence of specific contractual pro- 
visions or other arrangements affecting the treat- 
ment of certain costs, such as those for research; 

(v) in consideration of (iv) above, the appropriate use 
of advance understandings (ASPR 15-107) as for 
example, where it may not be appropriate to allow 
independent research costs under the revised cost 
principles in instances where such costs have not 
been allowed heretofore under the existing contracts; 

(vi) other advantages or disadvantages to the Government. 

Contractors should be required to furnish any data deemed necessary in connection 
with the evaluation contemplated above. The cognizant audit activity should be 
requested to provide an advisory report for use in determining the proper 
action to be taken. , 


(3) Where existing contracts are amended to incorporate the re- 
vised cost principles, such amendments should normally be made effective as of 
the date of the beg in n in g of the contractor's fiscal year nearest the date of the 
am endment. 

(b) New Cost- Reimbursement Type Contracts. 

(1) In the case of contractors having existing cost-reimbursement 
type contracts all of which are being costed under the old cost principles, new 
contracts shall provide for the use of the revised cost principles, but may carry a 
proviso for the use of the old principles for the period between the date of the 
contract and the end of the contractor's current fiscal year. 

(2) In the case of contractors having existing cost-reimbursement 
type contracts with a particular Department or procuring activity, any of which are 
being costed under the revised cost principles, any new contracts of such Depart- 
ment or procuring activity should provide from the beginning for the determina- 
tion of costs in accordance with the revised cost principles. 

(3) In the case of contractors having no existing cost- reimbursement 
type contracts, the new contracts shall provide from the beginning for the use of 
the revised cost principles. 

(c) Contract Clauses. The following clauses are examples which may 
be used, as appropriate, in accordance with the guidance stated above. 

(1) For use in amending old contracts and in new contracts where 
it is desired to provide for a delayed effective date for the new principles. 

USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract 
entitled "Allowable Cost, Fixed Fee, and Payment" which 
reads "(A) Part 2 of Section XV of the Armed Services 
Procurement Regulation as in effect on the date of this 
contract; and" is hereby deleted and the following sub- 
stituted therefor: "(A) Part 2 of Section XV of the Armed 
Services Procurement Regulation in effect prior to ASPR 
Revision 50 dated 2 November 1959 until , and 

thereafter in accordance with Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by 
Revision No. 50 dated 2 November 1959; and"; 

(2) For use in new contracts entered into prior to 1 July I960 in 
which the new principles are to be used from inception. 
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ip USE OF REVISED CONTRACT COST PRINCIPLES 

Subparagraph (a) (i) (A) of the clause of this contract entitled 
"Allowable Cost, Fixed Fee, and Payment" which reads "(A) Part 2 
of Section XV of the Armed Services Procurement Regulation as in 
effect on the date of this contract; and" is hereby deleted and the 
following substituted therefor; "(A) Part 2 of Section XV of the 
Armed Services Procurement Regulation as revised by Revision 
No. 50 dated 2 November 1959; and"; 

(^) Existing Fixed- Price Type Contracts. Contracting officers will 
use the revised cost principles as a guide, in accordance with revised ASPR XV, 

Part 6, in the administration of existing fixed-price type contracts. Such use, 
however, shall be only to the extent that it is not inconsistent with any contractual pro- 
visions, understandings, or agreements established in the negotiation of the contract. 

( e ) New Fixed-Pr ice Type Contracts. Contracting officers will use the 
revised cost principles as a guide in accordance with ASPR XV, Part 6, in the 
negotiation and administration of new fixed-price type contracts as soon as practicable, 
but in no event later than 1 July I960. 

I fr W Terminated Co ntracts. In fixed-price type contracts, settlements 

W OT convenience termination shall be made in accordance with the termination for 
Convenience clause of the contract and the principles for consideration of costs set 
r forth in or referred to in ASPR 8-302, as in effect on the date of the contract For 
purposes of ascertaining the cost principles in effect upon the date of the contract, 
the effective date of the revised cost principles shall be 1 July I960 unless the con- 
tract specifically incorporates the revised cost principles. Settlements of cost- 
reimbursement type contracts are governed by the allowable cost clause in the 
particular contract at the time of termination. 

(§) Cost-reimbu rsement Type Subcontracts. Any amendment of an 
existing prime. contract to incorporate the revised cost principles shall specifically 
cover the reimburs ability of costs stemming from cost-reimbursement type sub- 
contracts thereunder. If the amendment of the prime contract does not expressly 
provide otherwise, the reimbursability of such cdsts is automatically governed by 

the amendme°t t p ^^ lcl ^ >les < see ASPR 15-204 (b)). If this result is not acceptable, 

1 * S/S t0 thC Pri,ne contract 8ha11 provide that, notwithstanding ASPR 

- 04(b), the reimbursability of such costs will not be affectedr-by the- amendment. 

reports audftLv^Ti^^^* ^ ^ COnduct of audita and the submission of audit 
PO , uditors will use the cost principles incorporated in the contracts in the 
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case of existing and new cost-reimbursement type contracts. Auditors will use the 
revised cost principles immediately in the case of new fixed-price type contracts, 
except where such use under an audit already in process would unduly delay the sub- 
mission of a report. In the case of existing fixed-price type contracts, auditors will 
use the revised cost principles, except where such use under an audit already in 
process would unduly delay the submission of a report or unless the contracting 
officer requests that the audit report be prepared on the basis of the old cost 
principles. 


/s / 

PERKINS McGUIRE 
Assistant Secretary of Defense 
(Supply and Logistics) 


'"ot for publication until 
v. -leased by the House 
Appropriations Committee. 

STATEMENT OF THE 

ASSISTANT SECRETARY OF DEFENSE (SUPPLY & LOGISTICS) 

BEFORE THE 

SUBCOMMITTEE ON DEPARTMENT OF DEFENSE APPROPRIATIONS 

OF THE 

COMMITTEE ON APPROPRIATIONS, HOUSE OF REPRESENTATIVES 


Mr. Chairman and Members of the Committee: 

I appreciate this Committee's continued" infer est in the supply and service 
programswhich are under the policy guidance of the Office of the Assistant Secretary 
of Defense (Supply and Logistics). 

We who are associated with Defense logistics believe that significant advances 
have been made in Defense policies and management techniques. 

This Committee has provided- appreciable assistance to us through encouraging 
prompt implementation of plans and programs which we have presented frbm time to 
time -- parenthetically, I might add that some of our progress has also resulted 
from pointed and constructive criticism. 

Appearing with me today is the Deputy Assistant Secretary of the Army 
(Logistics), Assistant Secretary of the Navy (Material), and Assistant Secretary of 
the Air Force (Materiel). They are also prepared to present a statement regarding 
the activities of their respective organizations. 
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February 7 , 1956 


The Honorable Reuben B. Robertson, Jr* 
Deputy Secretary of Defense 
The Pentagon 
Washington 25, D* C* . 


Dear Mr. Robertson: 



The National Security Industrial Association, on June 20 1955, submitted 
to the Department of Defense its comments on a proposed revision of Part 2 of 
Section. XV of the Armed Services Procurement Regulation dated March 23, 1955 in 
which objection was eaqaressed to the current and proposed policy of disallowing 
interest and other financial costs for military contract pricing purposes as proper 
costs of doing business* That the disallowance of interest is inconsistent with 
generally accepted accounting principles and practices was fully discussed in an 
earlier report on this subject which was presented to the Honorable Charles E- Wilson 
in a letter dated September 3, 195U, a copy of which was attached to our comments on 
the revision of Section XV of ASPR. 


We now wish to supplement these statements with the following additional 
comments on interest which we believe merit your further consideration in connection 
with any review of this problem- 

In order to ascertain the probable position of the General Accounting Office 
relative to the allowability of interest on borrowings, a meeting was held in 
August 1955 between representatives of the National Security Industrial Association 
and representatives of the Comptroller General's Office, including the Honorable 
Joseph E. Campbell, Comptroller General of the United States,, The representatives 
Of GAO indicated that no ruling had been released by the Comptroller General’s 
Office requiring the disallowance of interest on borrowings except in instances which 
have held invalid any contract provision, not specifically authorized by statute, 
which had provided for interest on delayed payments by the Government.- 2 Comp. 

Gen. 181 (1922); 5 Comp-. Gen. 61*9 (1926); 22 Comp. Gen. 772 (1926). Cf. 27 Comp. 

Gen. 690 (19U8). Interest referred to in these cases is completely distinct from 
interest bn borrowings here involved* 



The GAO representatives indicated that, in the published rulings of the 
Comptroller General., interest on borrowings as a cost had never been questioned} 
that the GAO, in carrying out its responsibilities in determining whether government 
contracts were properly negotiated and administered, was guided by contractual pro- 
visions and controlling regulations emana ting from the Department oi Defense} and, 
that they would not oppose a regulation which permitted reasonable types of interest 
to be allowed as a cost in certain situations*. It was also stated that the experience 
of the past ten years has indicated a real necessity for borrowings to finance 
government contracts and that there appears to be a proper place for the allowance 
of interest on borrowings in reasonable circumstances, (Permission was granted by 
Mr, Campbell to refer to this conversation.) 
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A brief summary of legal references, which seem to support interest 
allowability is also submitted for consideration. 

(a) The disallowance of interest on borrowings as a cost is 
inconsistent with the requirements of federal statutes 
applicable to contractors. For instance, interest is 
accepted as an allowable cost for tax purposes under 
Section 163 of the Internal Revenue Code of 1951** 

It is also recognized as a cost in Renegotiation under 
Section 103(f) of the Renegotiation Act of 1951- It ^should be 
noted that "reasonable interest, not in excess of k %' is allowable 
as a cost under the Vinson- Trammell Act when paid on indebtedness, 
the proceeds of which are used to acquire additional equipment 
and facilities for defense production or working capital to operate 
such equipment and facilities. See I.T. 3l*00, 191*0-2 C.B. 1*15 * 

(b) Interest on borrowings is also recognized as a cost under 

ASPR 8-1*02 (b) (ll*) in settling terminations of fixed price contracts 
and ASPR 8-512 authorizes its inclusion in settling the termination 
of a cost-type contract when not inconsistent with the reimbursement 
provisions of the particular contract. 

(c) Allowance of interest as a cost has been expressly authorized 
by statute. The Judicial Code (28 U. S. Code Sec. 2516) pro- 
vides that "interest on a claim against the United States 
shall be allowed in a judgment of the Court of Claims . . » 
under a contract expressly providing for payment thereof." 

Under prior legislation which is essentially identical 

(as codified in the 191*8 Judicial Code), the Supreme Court has 
construed such legislation as authorizing the payment of interest 
on sums due and owing by the United States under a contract 
expressly providing for such allowance. See also United States v. 
Thayer-West Point Hotel Company, 329 U. S» 585 > 590 (19l*7)j 
United States v. Tillamooks, 3l*l U. S. 1*8, 1*9 (1951) J Ramsy v« 

United States, 101 F.. Supp. 353* 356 (Ct. Cls. 1951 ) » cert. den. 

31*3 U. S. 977 (1952). 

(d) The First War Powers Act permits the allowance of interest on 
borrowings as a cost without regard to the provisions of any 
other law even if any other law which might be existent caused 
doubts. See 1*0 Ops. Atty. Gen. 225 (19l*2) . 

(e) Interest as a cost has been allowed by the Armed Services Board 
of Contract Appeals. In Hughes Aircraft Company (ASBCA No. 1933) 
(1951*) the Board allowed interest as a cost under a cost- type 
contract where ASPR Section XV was not incorporated by reference 
and therefore did not control. In Hayward Wollen Co. 

(ASBCA No. 1580(1955) > the Board allowed interest in an RFC loan 
as provided by contractual agreement. Where there w as nothing 
specific with respect to the disallowance of interest as a cost 
in repricing a fixed price contract, the Board has considered ASPR 
Section XV to be inapplicable to deny such interest and interest, 
was disallowed only because there was nothing in the record "which 
would serve as a proper basis for the allowance of interest." 

See Edo Corp., 5 CCF par. 61, 21*3 (ASBCA No. 670) (1951)' 


(Army BCA No* 1733) noffl? f Incorporated, 5 cc ? n f 11 ?" ed 
k79 (ASBCA No, 792) i J Swa rtzba U gh Mfg. Co 6 ^ 69 ' 519 
1953). However,^ i ^ motion '*» recSs^J^ par : 6l > 

the current ^e Board L ^^ing 

Procedure paragraph 7-Sj f as SQ t forth in w ^ forth 

Of .11 “Price fedete^i;f er 195i *> Instruction 

egainst.the toclusio^ £2" a fticles) stew «w, , S® a <tatoistration 
fued-priee contracts fnS !” st as a oost for the 5 no Prohibition 
Price Redetermination' art? fixed-price contracts* 730 ^ 0f Pricing 
Services Procurpmo«+ n atlcles -- in current «« i. c °ntaining 
the Government has ci+ e f Uiati ° n and Army Procurfm a ^ i0ns (Armed 
decision in RainW d US to "one, auf+^K nt feeding) and 
regulations^ ^i^can noV*^ Upon PolS^s set lorf^ that 2. 
the allowance of inten + n ,f er be relied upon to Sl 111 Procurement 

^ s: lude 

in rjrT" 8 "' merel7 ’tot^atr^ « to°be 1C7 


SJSsts 

/ // mee ting you or your 


dKRjphw 

cc: The Honorable W t ,, , 

toe Honorable Tho^P^ 

SerX^-^ditinreo-dttee 


^ r \. * * *** * yis 

J. K, Richards 
Executive Director 
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on an individual contract basis } but this does not in itself give the Government the 
right to take these items out of the category of negotiation and put them in an area 
of policy without giving industry the same right to negot iate that policy on an indus- 
try basis, — — 

J/ Consequently, the revision of the cost principles should be based upon a 

A • / ^Nbilateral approach to the problems. In order to accomplish this, it is our firm belief 


in ^ a ± - £ — y * v vvu a Ail u 

y V A tha-b a mutually acceptable and more efficient policy and procedure will be attained by 
■\\ v> A^ erm ^ting industry to participate in the discussion with the Department of Defense of 
\ A/* 19 objectives of each disputed paragraph of the proposed regulation and by permitting 
r. \- r Y industry to re-present its views to final reviewin g authority where differences remain 


W 


unresolved. The National Security Industrial Association is prepared to render any 

s i j . 11 ♦ i * 


assistance in this respect 




If the problems in the current proposed revision of the cost principles can- 
not be resolved by such mutual effort, then we believe that the present Part 2 of Sec- 
tion XV should be retained, because it is a more clear cut and a more workable set of 
cost principles. 





6. Wm. 

C. a , 

| I 

^ ^ V\~ QL vv | 

/V vvc v- y ^ 
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ZUJL^ 

Frank L. Fuller 

Committee Executive / for 

Paul A. Reck 
Chairman 

National Security Industrial Assn. 
Accounting and Auditing Committee. 
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Enclosures! 

(1) Specific comment re DOD proposed draft dtd 20 Apr 56 

(2) Ltr to Reuben B Robertson re Interest dtd 7 Feb $6 



AC COUNTING AND AU DITING COMMI TTEE 


W., C. Armstrong 
Finance Department 
Hughes Aircraft Corporation 
Culver City, California 

J. E-. Auchitioody 
Comptroller 

Simplex Wire & Cable Company 
Cambridge, Massachusetts 

E« G« Bellows 

The W* L* Maxson Corporation 
U60 West 3Uth Street 
New York 1, New York 

S, E. Bostwick 
Edo Corporation 
13-10 111th Street 
College Point $ 6 , New York 

M. A. Buege 

Allis -Chalmers Mfg* Company 
Box 512 

Milwaukee 1, Wisconsin 

E. W, Clark 
Comptroller 

The DeLaval Steam Turbine Company 
Trenton 2, New Jersey 

John R* Clift 
Division Comptroller 
Mechanical Division 
General Mills, Inc* 

1620 Central Avenue 
Minneapolis, Minnesota 

H, H* Corydon 

United Aircraft Corporation 

U00 Main Street 

East Hartford 8, Connecticut 

C. L*. Covington 
Texas Instruments, Inc. 

6000 Lemmon Avenue 
Dallas, Texas 

J. J* Douglas 

Automatic Electric Company 
1033 W* Van Buren Street 
Chicago 7, Illinois 


C. R Hoskins 
Chief Administrative 
Division & Asst, Secretary 
Aircraft Armaments, Inc* 
Cockeysville, Maryland 

Larry Hourihan 
Ford Motor Company 
3000 Schaefer Road 
Dearborn, Michigan 

R* L» Hubbert 
Westinghouse Electric 
Corporation 
3 Gateway Center 
P, 0. Box 2278 
Pittsburgh 20, Pa.. 

W.. T. Lake 
° Comptroller 

Curtiss -Wright. Corporation 
Wood-Ridge, New Jersey 

W,< E- Lloyd 
Controller 

Engineer Products Division 
Radio Corp* of America 
Camden, New Jersey 

M- E* Moulton 
General Electric Company 
570 Lexington Avenue 
New York, New York 

William U, Niss 
Bath Iron Works Corp. 

700 Washington Street 
Bath, Maine 

Carl G, Pansegrau 
Federal Tel. & Radio Corp* 

100 Kingsland Road 
Clifton, New Jersey 

P* A, Reck 

Sperry Gyroscope Company 
Division of Sperry Rand Corp* 
Great Neck, Long Island 
New York 
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15«ly*»I- Pxrt-~*£ Details u to Coat aL^mcnts or Kaa , Contractor* 

vvl juy iptutivt cootnctoTS w ill b# txp#ct#d to bo rotMQAbXjr rifpcmift 

W n^tinii for fttribor itUUt eoDetada^ t»y oont ilMBti or itoo 

regarding which tit* contracting officer d Mtm additional lafpr— lion , 

a3bJOt.2 U— «f Prescribed Itarto, Contractor* mi. proapectlr* 

tractor* nay bewailed 'open to present coat data badj^ ntelttad tor oca 

tract prising purpose d in. oonfanity with any applicable BOO at depart- 

aoatal tonaat. 

15^10t«3 Acoaaa to Records. Where tbs contracting of fic er dsslraa 
tta aaalatanca of an advisory audit report as a prlci^ aid (493 3 . 309 } 
th# contractor or proapectiT* oontraator will ba expected to poult tbs 
oo^dLaaat milit a r y depart— il nidi tor* acoaaa Wall books, naorila, 
papar suanarlee and other paper* in its posssssion vfelch relate either 
. to historical coats or tbs preparstloa of seat set!— tee. 

^J-lOt.t Csrtinsadlan of Post Date . 0oatrac*--or* or proeyautlv 
ooixtr ^* tor * ba called ayon to certify tbs* ao*t data ankaltted fbr 
puxpoaoa of negotlatl Lag prlcaa nadar fixad prise -contracts bee b— 
pared in ooofoxnlty vitb psar^rsphs 15-101 sad 15-102 of this part of 
SsdtioarXV, ASPR. • • 
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CONTRACT COST PRINCIPLES AND PROCEDURES 


15-000 Scope of Section , This Section contains general cost 


principles and procedures for the determination and allowance of costs 


in connection with the negotiation and administration of cost-reimbursement 


type contracts, and contains guidelines for the evaluation of costs in 


^negotiated fixed-price type contracts and in contracts terminated for the C 


convenience of the Government* 


\ 





\ 


Part 1 - Applicability in Cost-Type Supply and Research 

Contracts with Organizations Other Than Educational 
Institutions 


15-101 Scope of Part. This Part prescribes the use of contract cost 
principles and procedures, set forth in P^rt 2 of this Section, in con- 
tracting 


with organizations other than educational 

\ , (aw- • 

institutions under cost-reimbursement type extracts (including Cost- / 

reimbursement type subcontracts thereunder) 



l, to the extent hereinafter 

provided, in the termination of such contracts, ^or the convenience eif-th e 
Government. 


15-101.1 Prescribed Use . Part 2 is prescribed for use: 


■ (i) as contractual basis, by incorporation by reference in 


the contract, for determination of reimbursable costs under 
cost-reimbursement type contracts (ASPR 3V404), including 


cost-reimbursement type subcontracts there t^ider, and the 
cost-reimbursement portion of time-and-materials contracts 


(ASPR 3-405.1); 



Copy £ of 25 copies. 
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i , i • l9 l/ 0 ^ 

(11) as the basis for the ^C 5w«fte*39nH9 | g» oe got iataa- overhead 
rates (ASPS, Section IH, Part ?), and 
(111) as the basis for the determination of costs of terminated 
oost-relmbursement type contracts in which the contractor 
elects to "voucher-out" Jus costs (ASPR, Section VIII, 
Part 4), and for settlement of such contracts by deter- 
mination (ASPR 8-209/7). 
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by an ordinarily prudent person in the conduct of competitive business. The 
question of the reasonableness of specific costs must be scrutinized with 
particular car^in connection with companies or separate divisions thereof 
which 'aJ&Ynot-subject t o^^mpetit i ve restraints, bacauso the-prepondoranco 



of their bualmoo - i s w ith t h e G ov e r nment or booauoo o f-an y-u ther" r e asun . 

What is reasonable depends upon a variety of considerations and circumstances 
involving both the nature and amount of the cost in question. In determining 
the reasonableness of a given cost, consideration shall be given to: ' 

(i) whether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor’s 
business M the performance of the contract; 

(ii) the restraints or requirements imposed by such factors as 
generally accepted sound business practices, ana's length 
bargaining. Federal and state laws and regulations, and 
contract terns and specifications ; — 

(iii) the action that a prudent business man would take in the 
circumstances, considering his responsibilities to the 
owners of the business, his employees, his customers, the 


■ f ,\ Government and the public at large! 

c«v *: 

15-201.4 Definition of Allocability. A cost is al 


Allocability . A cost is allocable if it is 
assignable or chargeable to a particular cost objective, such as a contract, 
product, product line, process, or class of customer or activity, in 
accordance with the relative benefits received or other equitable relationship. 
r f a cost is a^Loca^e tor] a Government contract if it : 

(i) is incurred specifically for the contract; 
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(ii) benefits both the contract and other work or both Government . 
work and other work and can be distributed to them in reason- 
able proportion to the benefits received; or 
(ill) is necessary to the over-all operation of the business, 
although a direct relationship to any particular cost 
objective cannot be shown. 

15-201,5 Credits . The applicable portion of any, actual e r an tic ipat e d 
income, rebate, allowance, and other credit relating to any allowable- cost, 
received by or accr uin g to the contractor, s ha ll be credited to the 
Government either as a cost reduction or by cash refund, as appropriate. ^ 
15-202 Direct Costs. 4^ twU 4 *- 

A direct cost is any cost i ncurred or - t o be in e njim d s alai y 

a ^^^ e^cost objective.; C la s sif i cation of an it e m ^ 

a, 'tz> +- ' M+C CLr< 

j^irect cost; not dote min od by its. InrnrpQritilmr in the end product as 


material or labor. Costs 



' CL. r~< 

vb - i en in the end product as 


urred* 


^ the contract are direct costs of the contract and are to be charged 
directly thereto. Costs Innar af other work of 


the contractor are direct costs of that work and are not to be charged to 
the contract directly or indirectly. When items ordinarily chargeable as 

X ■' ; ' : ' • 

indirect costs are charged to Government work as direct costs, the cost 

of like items applicable to other work of the contractor must be eliminated 

! • - 

from indirect costs allocated to Government work. 

(b) This definition s hall be applied to all items of cost of 
significant amount ^agaiifieSBEISSSSi^B^sSSSSS^OTTroiui 


unless the contractor demonstrates that the application of 
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h&B wwmA practice achieves substantially the same results. Direct cost 

A 

items of minor amount may be distributed as indirect costs as provided in 
ASPR 15-203. 


15-203 


(a) An indirect cost is 






yv we ausun I uu 

a bj e ctive . <7 Minor direct cost items mav 


^ h a bsneJilf uf moro^thaa a n a ee &fr o bj ec tive . <3 Minor direct cost items may 
be considered to be indirect costs for reasons of practicality. After direct 
costs have been determined and charged directly to the contract or other 
work as appropriate, indirect costs are those remaining to be allocated 
to the several classes of work. 

(b) Indirect costs shall be accumulated by logical cost groupings 
with due consideration of the reasons for incurring the costs, w hich” are In- 
^ura - diotaHhiitnd-tnrt.l i fi gaafanfa^geepegs . Each grouping should be determined 
so as to permit distribution of the grouping on the basis of the benefits 
accruing to the several cost objectives. Commonly, manufacturing overhead, 
selling expenses, and general and administrative expenses are separately 
grouped* Similarly, the particular case may require subdivisions of these 
groupings; e.g., build in g occupancy costs might 'be separable from those of 
personnel administration within the manufacturing overhead group. The 
number and composition of the groupings should be governed by practical 
considerations and should be such as not to ^undhQy^>complicat^ the allocation 
where substantially the same results are achieved through less precise 



(c) Each coat grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 
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common ten all coat objectives to which the grouping is to be allocated. 
The base should be selected so as to permit allocation of the grouping 
on the basis of the benefits accruing to the several cost objectives. 
This principle for selection is not to be applied so rigidly as t£jundr 


complicative allocation where substantially the same results are achieved 
through less precise methods, 

(d) The method of allocation of indirect costs must be based on 
the particular circumstances involved. The method shall be in accord with 


those generally accepted accounting ’ principles which are applicable in the 
circumstances. The contractor* s established practices, if in accord with 

8nch Mini accounting principles* ^hallS^ac^table. However, 

the methods used by the contractor may require re-examination when? 

(i) any substantial difference occurs between the cost patterns 
of work under the contract and other work of the contractor; 
or 

(ii) any significant change occurs in the nature of the business, 

the extent of subcontracting, fixed asset improvement programs, 
the inventories, the volume of sales and production, mam- 
. facturingprocesses, the contractor's products, or other 

relevant circumstances. 


i . - 

duri (e) A base period for allocation of indirect costs is the period 
during which such costs are incurred and accumulated for distribution to 
work work performed in that period. Normally the base period will be the con- 
tractor's fiscal year, however, use of a shorter period nay be appropriate 1 
sele in case of (i) contracts whose performance involves only a minor portion off 
the fiscal year; or (ii) where it is general practice in the industry to | 
suff: use a shorter period. In any event the base period or periods s hall be ^ % 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base parioc 
w ill be used as will be required to represent the period of contract per- 
formance . 


Ill :#; 1 


normally no longeivthan one year* When the contract is performed over an 


extended period of time, as many^such base periods wilj\be used as will 


be required/to represent the /period of contract performance* 


>>(a) Costs (including those discussed in ASPR 15-ftftftSfr) shall mb 


be allowed tmmrfk to the extent that they are reasonable (see ASPR 15^201*3), 
allocable (see ASPR 15-201*4)', and determined to be allowable in view of 


the other factors set forth in ASPR 15-201*2* 


(bO The extent of allowability of the selected/items of cost 


covered in ASPR 15-204«2 has been stated to apply broadly to many accounting 


systems in vai 


contract situations. Thus, as to any given contract^ 


the reasonableness'and allocability of certaiii>items of cost may be 

difficult to determine, particularly in- th i yftaw e nf c ont sa e tors who ee 1 * 

f* "to O’xi 

Vn n^ii. 4 ^p«^1n r™* lY Tilly wfcth the Government , In order 


of 


to avoid possible' subsequent disallowance^ based on unreasonableness or 


non-allocability, it is important trnat prospective contractors, particularly 


those vhose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 


or unusual, costs in categow.es where reasonableness or allocability are 


difficult to determine .y^uch agreement may^be initiated by contracting 


of^icsrs individ ual lwor jointly for all defense work of the contractor, 
as may be appropriate. Any such agreement should be incorporated in cost- 


reimbursement typt contracts or made a pakt of the contract file in the 


case of negotiated fixed-price type contracts, and should govern the cost 



II] 


d e fe grainri t i am n covered thereby throughout the performance of the related 
contract. \The absence of such an advance agreement on any element of 


cost will not, in itself, serve to make that element either allowable or 

V \ 4 cLuA^l C4 /tj 

unallowable. Howeverr the ualuW ef -pertain costs id such-that advancer 


lallpwable 

.vV k\. -V* 


w \ 4L-n£. ‘ / 

Ft x 71lw i f impoPCant^ au eh ao; - / 

1 pre-contract odsts (A^Hi 15-204. V(dd))j 


( ii ) N^yalties^ASPS 15-204. 2\l j ) ) 

(iil) travbl^osts, as related to^ecial or mass ^eVsonnel" 
mov^entujtSER 15-204.2 (ss K5)jK. 



(iV) use charge^ fdr fully .depreciated assets (ASP^s 15-204.2 

/ (i)(6))| V / 

(v) compensation for Wrsonal services (ASPH 15-204.2 (f))j 

(vi) deferred maintenance costs (ASPR 15-204.2 (t)(l)(ii)) j, 

(vii) research and development costs (ASPR 15-204.2 (ii)(6))j and 
(viii) selling and d^stributibn^«03t3 (ASPR 15-204.2 (kk)( 2)). 


v&jmm 


m) Selected items of cost are considered in ASPR 15-^ 04* 
However, ASl’R 15-2041 does not cover ev^ry element of cost and every 
situation that might arfse in a part iculai^ case. Failure to treat any 
item of cost: in ASPR ^$-20 is not intended to Imply that it is either 
allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 


principles and standards set forth in this Part and, where appropriate, the 
treatment of sim/lar or related selected items. 



£ 2 = 
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Selected Costs, 

Advertising Coats . 

Advertising costs ^nolvt de ^ the cost^of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and lMujHIfci abo rt. The following advertising 

costs are allowable: 

(i) advertising in trade and technical journals,. 
provided such advertising does not offer specific 
products or services for sale but is- placed in 
journals- which are valuable for the dissemination 
of technical information within the contractor^ 
industry; 

(ii) help-wanted advertising, as set forth in *£gg)- 
below, when considered in conjunction with all 
other recruitment costs; 

sli'i/'costs of participation in exhibits upon invitation 
the Government; and 

‘i 

(iv) advertising for the exclusive purpose of Obtaining 
scarce materials, plant, or equipment, or disposing 
of scrap or surplus materials in connection with 
the contract, 

: Except as provided above, all other advertising costs are 

unallowable. 
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15- ‘U^> Selected Costs . 

Advertising Costa . 

Advertising costs inclu de the costC-of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers; 
outdoor advertising, dealer cards and window displays, conventions, exhibits 
free goods and samples, and ^^Te J- life! a lu r e . The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, 
ZM provided such advertising does not offer specific 

products or services for sale but is placed in 
journals which are valuable for the dissemination 
of technical information within the contractor^ 
industry; 

(ii) help-wanted advertising, as set forth in - (gg)- 
below, when considered in conjunction with all 
other recruitment costs ; 

.(ViV* cost. ft. of nfli44-4 — 




(f)j^ 

ft* 


-M 


<uU 


is 


thi 


Except al 


unallowable. 


\ 

\ 




If 


■(?r) 








t* 
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Bad Debts , ^Jlad debts, including losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs, ar eunallowable . 



r?L*Y Bidding Costs . Bidding costs are the costs of preparing 
bids or proposals on potential Government and non-Government contracts or 
projects, including the development of engineering data and cost data 
necessary to support the contractor's bids or proposals* Bidding costs 
of the current accounting period of both successful and unsuccessful bids 
and proposals normally oh aH be treated as indirect costs fwd-allocntad 
-currently -t o all business-of tho contractor; in which event no bidding 
costs of past accounting periods shall be allocable in the current period 
to the Government contract? Jjlweverj Che contractor's established practice 
' ^ to treat bidding costs by some other ■i.iJti&nljwd method^ KapsHERns 


e#~tha method- used, the results obtained may be accepted if found to 
be reasonable and equitable* 

(y) J&T Bonding Costs . 

C4&r Bonding costs arise when the Government requires 
assurance against financial loss to Itself or others by reason of the act 

or default of the contractor. They arise also in instances where the 

; • 

contractor requires similar assurance. Included are such bonds as bid, 
perfoxmance, payment, advance payment, infringement, and fidelity bonds. 

Costs of bonding required pursuant to the texms of 
the contract are allowable. 

Costs of bonding required by the contractor in the 
general conduct of his business are allowable to the extent that such 
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bonding is in accordance with sound business practice and the rates and 
premiums are reasonable under the circumstances. 

Civil Defense Costs 

fo&r Civil defense costs are those incurred in planning for, 

and the protection of life and property against, the possible effects of 

enemy attack. Reasonable costs of civil defense measures (including costs 

in excess of normal plant protection costs, first-aid training and supplies, 

fire fighting training and equipment, posting of additional exit notices 

and directions, and other approved civil defense measures) undertaken on the 

contractor's premises pursuant to suggestions or requirements of civil 

defense authorities are allowable when allocated to all work of the 

contractor. >, 

C*-) 

Costs of capital assets under (i)- above are allowable 
through depreciation in accordance with below. 

(V) Contributions to local civil defense funds and 7 

projects. 




■ ft C « 1 1 


:r/l 


^ Compensation for Personal Services . 

General . Compensation for personal services includes 
all remuneration paid currently or accrued, in whatever form and whether 


paid Immediately or deferred, for services rendered by employees to the 
contractor during the period of contract performance. It includes, but is 

not limited to, salaries, wages, directors' and executive committee members* 

fit OTocC &© pJsJSt?)} 

fees, bonuses^ incentive awards, employee stock options, employee insurance, 

* * r / 

fringe benefits, and contributions to pension, annuity, ~tnn1r brmiiin and 

incentive compensation 64 msecgemaai^sspSas^sss, Except as otherwise 
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specifically provided in this paragraph Jp&f, such costs are allowable to 
the extent that the total compensation of individual employees is reasonable 
for the services rendered apd are not in excess of those costs which are 
allowable by the Internal Revenue Code and regulations thereunder, 

<»#• Compensation is reasonable to the extent 
that the total amount paid or accrued is commensurate with compensation 
paid under the contractor's established policy and conforms generally 
to compensation paid by other contractors of the same size, in the same 
industry, or in the same geographic area, for similar services. In the 
administration of this principle, it is recognized that not every com- 
pensation case need be subjected in detail to the above tests. Such tests 
need be applied only to those cases in which a general review reveals 
amounts or types of compensation which appear unreasonable or otherwise 
out of line. However, certain conditions give rise to the need for 
special consideration and possible limitation as to allowability for 
contract cost purposes where amounts appear excessive. Among such conditions 
are the followings 

,. r (i) Compensation paid to owners of 

closely held corporations, partners, sole proprietors, or members of the 
immediate families thereof, or to persons who are contractually committed 
to acquire a substantial financial interest in the contractor's enterprise. 
Determination should be made that such compensation is reasonable for the 
actual personal services rendered rather than a distribution of profits, 

(ii) Any change in a contractor's 

compensation policy resulting in a substantial increase in the contractor's 
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level of compensation, particnlarly when it was concurrent with an increase 

\ 

in the ratio of Government contracts to other business, or any change in 
the treatment of allowability of specific types of compensation due to 
changes in Government policy. 

(iii) The contractor »s business is such 
that his compensation levels are not subject to the restraints normally 
occurring in the conduct of competitive business. 

(3)1- Compensation for services rendered paid 
to partners and sole proprietors in lieu of salary will be allowed to 
the extent that it is reasonable and does not constitute a distribution 
of profits. 


x faj *• 111 addition to the general requirements 

■ C'} Ci) ■■ 7 

set forth iiu^ through^ above, certain forms of compensation are subject 

to further requirements as specified in^^ through 4i^below. 


Salaries and Wages . Salaries and wages for current 
services include gross compensation paid to employees in the fora of cash, 
^prqducts, or services, and are allowable subject to the qualifications of 
J^y^-below. 


• CO Cash Bo nuses and Incentive Compensation . Incentive 

compensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentive compensation based on production, cost 
reduction, or efficient performance, are allowable to the extent that the 
over-all compensation is determined to be reasonable and such costs are 
paid or accrued pursuant to an agreement entered into in good faith between 


the contractor and the employees before the services were rendered, or 
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pursuant to an established plan followed by the contractor so consistently 
as to imply, in effect, an agreement to make such payment. (But see ASPR }SMo"7. 
Bonuses- awards and incentive compensation when any of them 

Cp ) 

are deferred are allowable to the extent provided in below. 

(J) m Bonuses and Incentive Compensation Paid in Stock . Costs 

of bonuses and incentive compensation paid in the stock of the contractor 

Cc) 

or of an affiliate are allowable to the extent set forth in 4^-above 


(including the incorporation of the principles of paragraph below for 
deferred bonuses and incentive compensation), subject to the following 
additional requirements* 

(i) valuation placed on the stock transferred shall 
be the fair market value at the time of transfer, 
determined upon the most objective basis available j 


(ii) accruals for the cost of stock prior to the 

issuance of such stock to the employees sha ll 
be subject to adjustment according to the possibilities 
that the employees will not receive such stock and 
? their interest in the accruals will be forfeited. 

Such costs otherwise allowable are subject to adjustment according to the 

Q0 t _ . % \ 

principles set forth in ( 6 )y below. (But see ASPR 15-204. MM* ) 

Stock Options . The cost of options to employees to 
purchase stock of the contractor or of an affiliate. is unallowable. 

Cf)4# Deferred Compensation /^. As used herein, deferred 
compensation includes all remuneration, in whatever form, for which the 
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employee is not paid until after the lapse of a stated period of years or 
the occurrence of other events as provided in the plans, except that it 
does not include normal end of accounting period accruals. It includes 
(i) contributions to pension, annuity, stock bonus, and profit sharing 
plans, (ii) contributions to disability, withdrawal, insurance, survivorship, 
and similar benefit plans, and (iii) other deferred compensation, whether 
paid in cash or in stock. 

Deferred compensation is allowable to 
the extent that (i) except for past service pension costs it is for 
services rendered during the contract period; (ii) it is, together with 
all other compensation paid to the employee, reasonable in amount; 

(iii) it is paid pursuant to an agreement entered into in good faith 

* 

between the contractor and employees before the services are rendered, or 

pursuant to an established plan followed by the contractor so consistently 

as to Imply, in effect, ah agreement to make such payment s ; and (iv) for 

a plan which is subject to approval by the Internal Revenue Service, it 

falls within the criteria and standards of the Internal Revenue Code and 

1 0-7 

the regulations of the Internal Revenue Service. (But see ASFR 15- £0fr."l(bH ) 
' £ 3 )^. In determining the cost of deferred 

compensation allowable under the contract:, appropriate adjustments shall 
be made for credits or gains arising out of both normal and abnormal 
employee turnover, or any other contingencies that can result in a 
forfeiture by employees of such deferred compensation. Adjustments s hall 
be made only for forfeitures which directly or indirectly inure to the 
benefit of the contractor; forfeitures which inure to the benefit of 
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other employees covered by a deferred compensation plan with no reduction 
in the contractor's costs will not normally give rise to adjustment in 
contract costs. Adjustments for normal employee turnover shall be based 
on the contractor's experience and on foreseeable prospects, and shall 
be reflected in the amount of cost currently allowable. Such adjustments 
will be unnecessary to the extent that the contractor can demonstrate 
that its contributions take into account normal forfeitures. Adjustments 
for possible future abnormal forfeitures shall be effected according to 
the following rules: 

(i) abnormal forfeitures that are 

foreseeable and which can be currently 
evaluated with reasonable accuracy, 
by actuarial or other sound computat: 
shall be reflected by an adjustment of 
current costs otherwise allowable; and 
(ii) abnormal forfeitures, not within (i) 

above, may be made the subject of agree- 
" ment between the Government and the 

; contractor either as to an equitable 

' ’ . i 

adjustment or a method of determining 
such adjustment* 

Wi. In determining whether deferred compensation 
is for services rendered during the contract period or is for future services, 
consideration shall be given to conditions imposed upon eventual payment, 
such as, requirements of continued employment, consultation after retirement, 
and covenants not to compete. 


ft 
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iv. Os-) 

' yjj Fringe Benefits . See 
Q 

jfQ Overtime t Extra-Pay Shift and Multi-shift Premiums . See 

M& Training and Education Expenses . See X<»}r 

\ /^ef • t 6^3 

Insurance and Indemnification. See X-pfc 
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Contingencies. 

^0^4^ A contingency is a possible future event or condition arising 
from presently known, or unknown causes, .the outcome of which is indeterminable 


at a present time. 


A<lcP 


or experience 


^In histo^ic'ai costing., l.e. , posting as related jfco- past^eve gt s 
7 contingencies''are not allowable. ^ 

In connection with estimates of future costs, . contingencies 


fall into two categories; 


(i) those which may arise from presently known and existing 
conditions, the effects of which are foreseeable within 
reasonable limits- of accuracy: e.g. f anticipated costs 
of rejects and defective work; in such situations where 
they exist, contingencies of this category are to be 
included in the estimates of future: cost sq as to pro- 
vide the. best estimate of performance costs, and 
(ii) those which may arise from presently known or unknown 
conditions, the effect of which cannot be measured so 
precisely as to provide equitable results to the con- 
tractor and to the Government y e> g. , results of pending 
litigation, and other general business risks. Contin- 
gencies of this category are to be excluded from cost 
estimates wider the several items of cost, but should 
he disclosed separately, including the basis upon which 
the contingency is computed in-order to facilitate the 
negotiation of a ppropriate contractual coverage (® 

(16) ^o) C3j\ 

for example, LgT, C&fJ and (j/ttiT below) . 
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from 
at a 




Contingencies . 

A contingency is a possible future event or condition arising 
presently known or unknown causes, the outcome of which is Indeterminable 
present tin 

m hlrtorid coating^ contingencies ar» not nonauy 
sine, such costly «, „ith 00sts whlch ^ ^ 

tacnrr^i and r.cordad on th. contractor- s book*. Accordingly, I 
contlnganoles arc generally nnallowabla for hlrforic.1 coating' 

ParP °" 8 - *• ' 0 - — «U. tanalnations, 

contingency factor „y be receded oblch 1. applicable to a pan 

P«-lod to give recognition to nlnor unsettled factors In tho 
Interest of expeditious settlement. 

they exist , contingencies or ms. caueguxy «trv 



uur ucr 





inclu de d in the estimates of future cost sp as to pro- 
vide the. best estimate of performance costs, and 
(ii) those which may arise from presently known or unknown 
conditions, the effect of which cannot be measured so 
precisely as to. provide equitable results to the con- 
tractor and to the Government ; e . g. , results of pending 
litigation, and. other general business risks. Contin- 
gencies of this category are to be excluded from cost 
.estimates under the several items of cost, but should 
be disclosed separately, including the basis upon which 
the contingency is computed in' order to facilitate the 

negotiation of appropriate contractual coverage (see, 
po) f'i.o) C 3 <i) 

for example, (jzf, and (pa below). 


w Contributions and Donations . 
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Contributions and donations are 


unallowable. 

(^3T Depreciation . 

(<^) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical, manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. 

formal depreciation on a contractor ‘s plant, equipment, and- other 
capital facilities is an allowable element of contract costj provided that the 


amount . thereof is computed: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 195 ^) i or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis , which could have been used- by the 
contractor for Federal income tax purposes, had such 
organisations been subject to the payment of income tax; 
and in either case 

(iii) by the consistent application to the assets concerned of 
any generally /accepted accounting method, and. subject to 
the limitations of the Internal Revenue Code of 195^, ^ 
Incluri ing — 

(A) the straight line method; 

(B) the declining balance method, using a rate not 

2CT 7* 
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exceeding twice the rate which would have been 

used had the annual allowance been computed under 
the method, described in' (A^ above; 

(c) the sum^of the years-digits method; and 
(n) any other consistent method productive of 1 an annual 
allowance which, when added to all allowances for 
the period, commencing with the use of the property 
and including the current year, does not, during the 
first two-thirds of the useful life of the property, 
exceed the total of such allowances which would have 
been used had such allowances been computed under the 
method described in (B) above. 

Depreciation should usually, be allocated to the contract and 
other work as an indir ect cost. The amount of depreciation allowed. in any 

c<0 

accounting period may, consistent with the basic objectives set forth in (i)- 
above, vary with volume of production or use of multi- shift operations. . 

In the case of emergency facilities covered by certificates 
of necessity, a contractor may elect to use normal depreciation without 
requesting a determination of "true depreciation” or may elect to use eit her 
normal or "true depreciation" after a determination of "true depreciation" has 
been made. by an Emergency Facilities Depreciation Board. Th* method elected - 
must be followed consistently throughout the life of the emergency faci li ty. 
Where, an. election is made to use normal depreciation, the amount thereof for 
both the emergenc^period and the post -emergency period shall be computed in 
accordance with above. Where an election is made to use "true depreciation,” 
the amount allowable as depreciation; 

(i) with respect to the emergency period (5 years), shall be 

21 W £ 
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computed in accordance with the determination of the y . 
Emergency Facilities Depreciation Boardrj/and 
(ii) after the end. of the emergency period, shall "be computed by 
distributing the remaining undepreciated portion of the cost 


of the emergency facility over the balance of its useful lif e 


C 


c*-) 


(but see i<$T below) ; provided the remaining undepreciated 

i 

portion of such .cost shall not include any amount of un- 
recovered "true depreciation." 


4^7 Depreciation on idle or excess facilities shall not be all owed 
except on such facilities as are reasonably necessary for . 



a toly p roopeotlvc piudonLlon . 

) Eb depreciation, rental, or use charge shall be allowed, on the 

contractors assets which have been fully depreciated when a substantial portion 
of such depreciation was on a basis that represented, in effect, a. recovery 


thereof as a charge against Government contracts or subcontracts . Otherwise, a 
O » IOT 


use charge may be allowed . (/ (Butvsee ASFR 15-'20 ¥s±&^,') 

In dete rmining this charge, consideration should be given to cost, total esti- 
mated useful life at time of negotiation, and effect of any increased maintenance 


charges or decreased efficiency due to age. 

(}d) 

Employee Morale. Health, and Welfare Costs and Credits. Reasonable 


coats Of health and welfare activities, such as house publications, health or 
first-aid clinics, recreational activities, and enployee counseling services, 
incurred, in accordance with the contractor's established practice or custom in 


:'.the industry, or area, for the improvement of working conditions, employer- 


J 


enp l o yee relations, enployee morale and employee performance, are allowable. 
Swrfr r-fntrwt- ir.-ohftl 1^b»^Teq ^^a b d yabbjarjitnLt^ ^ dl ■ wuf Income 
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generated from any of. these activities shall be credited, to the costs t her eof 
unless such, income has been irrevocably set over to employee welfare organiza- 
tions. V 

p») 

Entertainment Costs * Costs of amusement, diversion, social activities 

and incidental .cpsts relating thereto, such as meals, lodging, rentals, transpor- 
ts) 

tat ion, and gratuities, are unallowable (but see 4$)" and 

C'^ 

Excess Facility Costs * Costs of maintaining, repairing, and. housing 
idle and excess contractor-owned facilities, except those reasonably necessary 

purposes, are unallowable* 



Hsej costs of Excess plant capacity reserved for defense mobilization production 

%*** Ar ,6 - j ~tJLc 

sheilrbe the subject of a separatee-contract* (J 


Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal,; State, and local laws and regulations * 
are unallowable except when incurred as a result of compliance with specific 
provisions of the. contract, or instructions in writing from, the contracting 
officer. •* • . ■ 

, pi) 

-pgr Food Service and Dormitory Costs and Credits . Food and dormitory 

services -include operating or furnishing facilities for cafeterias, rHn-fwg rooms, 

/ • . . . 
canteens,;, lunch wagons, vending machines, living accomodations or similar types 

of services for the contractor's employees at or near the contractor’s facilities. 
Reasonable losses from the. operation of such services are allowable if they are 
allocated to all activities served. ta " ™ u T t*t r Mae pofebey ~ r- th e r^”^-** 0 ** *™ ** 1 ■ ** *■ 

^ a ew ^ceanwit heat. cciaL-iu Llitr employsej^ reagonafrlc .- ep otp o f aueh » 
^ope rations 'Br^^ aowgtble-ir''they are Sll acated bo aH -agtivltlee- served* -fo rt- _ 

profits (except profits irrevocably set over to an em- 
ployee welfare organization of the contractor in amounts reasonably, useful for 

23 Ta+y - 
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the beneijit of the employees at the site or sites of contract performance)' 
securing t<y the contractor from the operation of these services, whether operated 
by the contractor or by a concessionaire, shall be treated as a. credit, and 
allocated to all activities served. 

(\S) 

Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as. compensation" in addition to regular 
wages and salaries. Costs of fringe benefits, such, as pay for vacations, holi- 
days, sick leave, military leave, employee insurance and supplemental employment 
benefit plans > are allowable to the extent required by law, employer- employee 
agreement, or an established policy of the contractor. 

OO \ 

(p)r Insurance and Indemnification. 

Insurance includes (i) insurance which the contractor is. required-''--^ 
to carry, or which is approved, under the terms of the contract, and (jLi) any 
other insurance which the contractor maintains in co nne ction with the general 
conduct of his business. 

Costs of insurance required, or approved, and maintained, pur- 
suant to the. contract, are allowable. 

C Costs of other insurance maintained, by. the contractor in con- 

y ■ 

nectiani with the general conduct of his business are allowable subject to the 
following limitations: 

(i) types and extent of coverage shall be in accordance 

with sound, business practice and the rates and premiums 
shall be reasonable under the circumstances; 

<ii) costs allowed fOr business interruption or other 
insurance shall be limited to exclude coverage of 
profit^ inton e stj and a ny ul tr e r lluuu of cas t- unallo w abl e 
2 ^ ' 
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(ill) cost st of insurance or of any contributions to any reserve 
covering the risk of loss of or damage to Government (mm.il 

" (X /4 t T £ 

/ property are allowable Only to the extent that the doverrr»- 

Ay C p - > j p-s- jx 

mont n n hl l frpvr T/npilTr 1 vr approved mi - h mnl n, r 
(ivy, contributions to a reserve for an approved self-insurance 
program are allowable to the extent that the types of 
coverage, extent of coverage, and the rates and premiums 
would have been allowed-had insurance been purchased to 
cover the risks j and 

(v) costs of insurance on the lives cSfc officers,. partners, or 

* • : . * 

proprietors are allowable to the extent tiuit the insurance 
represents additional compensation (see {#)~above). 

Actual losses which could have been covered by permissible 
insurance (through an approved self-insurance program or otherwise) are unallow- 
able unless expressly provided for in the contract, except; 

'■ (i) costs incurred because of losses, not covered under nominal 
deductible insurance coverage provided in keeping with 
sound business practice, are allowable; and 
(ii) minor losses not covered, by insurance, such as spoilage, 

breakage^ and disappearance of small hand tools, which occur 
'in the ordi nar y course of doing business, are allowable. 

'k2fr > ' Indemnification includes securing the contractor against liabili- 
ties to third persons and other losses, not compensated. by insurance or otherwise. 
The Gove rnment is obligated to indemnify the contractor only to the extent ex- 
pressly provided for in the contract, except as provided in above. 

rr' 

f&o~ C<^ 
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J&F Interest and Other Financial Costs * Interest . (however represented), 
•bond discounts, costs of financing and refinancing operations, . legal and. pro- 
fessional feCs paid in connection with the preparation of prospectuses, costs 
of preparation and issuance of stock rights, and. costs related thereto/ are 

unallowable except for interest assessed by State or local taxing authorities 

(HU Cm} 

under tl\e conditions set forth in (o e ) - below. (But see X*)^) 

ov 

Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and its employees/ including costs . of shop 
stewards, labor management committees, employee publications, and other 
related activities, are allowable. 

c:v 

tiSy Losses on l>ther Contracts » An excess of costs over income under any 
other contract (including the contractor's. contiscibuted portion, under cost- sharia 
contracts), whether such other contract is of a supply, research and developma. , 
or other nature/ is unallowable. 

(f'd 

(ty Maintenance and Repair Costs . 

Costs necessary for the upkeep of property (including Government 
property •unless otherwise provided for)/ which neither add to the permanent 
value Of the property nor appreciably prolong its intended, life, but keep it 
in an efficient operating condition, are to be treated as follows (but see ( C \S) ' 
- ASgR - i S gCOh fl(i»r » 


(i) normal maintenance and, repair costs are allowable; 

(ii) extraordinary maintenance and ^repair costs are allowable, 
provided such are allocated to the periods to which appli- 
cable for purposes of determining contract costs. (But 
see ASER 15- 20 %B' k(t^ .) 

' ^ — 

Expenditures for plant and equipment vhicliy according to generally 

^ f. .<* 

ofs 1 * /_ C,L 
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accepted accounting principles as applied under the contractor's established 
policy, should he capitalized and subjected to depreciation are allowable only 
on a. depreciation basis . 

l&T Manufacturing and Production Engineering Coats , Costs /of manufactur- 
ing and production en gine ering, including engineering activities in connection 
w(dth the following, are allowable; 

(i) current manufacturing processes such as motion and. time 
r study, methods analysis, job analysis, and. tool design and 
improvement) and 

^ii) current production problems, such as materials analysis; for 
production suitability and component design for purposes of 
s. ^ Simplifying production. 

Material Costs . 

Material costs include the costs of such items. as. raw materials, 
parts, subassemblies, components, and manufacturing supplies, vhether purchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance . In conput ing material costs 
consideration will, be given to reasonable overruns, spoilage,, or defective work 
(for correction of defective work, see the provisions : of the contract or proposed 
contract r e l atin g to inspection and correction of defective work) . Ihese costs 

<V) 

are allowable subject, however, to the provisions of through "4^ below. 

Costs of material shall be suitably adjusted for applicable por- 
tions. of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and: other credits shall cither be 
credited directly to the cost of the material involved or be allo cated (as 


/ . c - 
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credits') to. -Indirect costs. However, where tlie contractor can demonstrate that 
failure. to take cash discounts was due to^circumstances -heytetd his lUimUiulr; such 


l\ 


lost discounts need not he so credited* 


Reasonable adjustments arising front differences between periodic ^k 


'jCfvL ifJ V'CCjC / /VV//-*?* f. I £ ; mAV 

\!wPy: Physical inventory quastities-aad^related material-:control. records vim be in- 


eluded in arriving at the- cost^ of not cr ie&g? provided such adjustments *^±}-de-u©fc- 
iraliide - ^ write-downs 1 * oi^’hnrtte^ups^of^rsduee-and^ii^ relate to the period of 


performance oof the contract • 

When the materials are purchased specifically for and identifiable 
solely with performance under a contract,, the actual purchase cost thereof, should 
be charged to the contract. If material is .issued from, stores, any generally 
_j recognized method of pricing, such material is acceptable if that njethod is con'^’"'' 
s late nt ly applied and the results are equitable. When estimates of material 




costs, to be Incurred in the future are required, either current mar ket price or 
anticipated acquisition cost {if reasonably certain and deter minable^ may be 
used, but the basis of pricing must be rH , 

Cfi) Wf Costs of materials, services, and supplies sold or transferred be- 
tween plants, divisions or or gani zations , under a common control, ordinarily shall 
be allowable to the extent of the- lower, of cost to the transferor or current mar- 
ket-price. However, a departure from this basis, is permissible where (i) the 
item is regularly manufactured and sold by the contractor through commercial 
c hanne ls and (ii) it is the contractor's long— established practice to price 


inter-organization transfers at other than cost for commercial work; provided 



• 

that the charge to the contract is not in excess of the transferor's sales 
price to its. most favored customer for the same item in like quantity, or the 



current market price, whichever is lower. 



■a* 
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J&f Organ i zatian Coats . Expenditures, suck as incorporation fees, at- 
torneys* fees, accountants* fees, brokers* fees, fees to promoters and organizers 
in connection with: ( i) organization or reorganization of a business , or ( ii) 

/ C17) 

raising capital, are unallowable (see Lm above) « 

CX4) 

t£»)K Pther Business Expenses . Included in this item. are. such recurring 
expenses as registry and transfer charges resulting from changes in ownership 
of securities issued, by the contractor, cost of shareho lders * rmxyMn gg ^ wn-rmni 
proxy solicitations, preparation and publication of reports to shareholders , 
preparation and submission, of required repo rt s and forms to taxing and. other 
regulatory bodies y and Incidental costs, of dir ectors and committee meetings* 

The above and similar costs are a.n when allo cated on an equitable basis, 



Overtime, Extra-Pay Shift and Multi-Shift Overtime, extra- 


pay shifts,, and multi-shift work 


&£* allowahl 


e to the extent approved pursuant 


to AHPR 12-102 A, or authorized pursuant to ASER 12-102.5 . 

(Ub) 

Patent Costs . Costs . of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent neces- 
sary to. make sucH invention dlKClogures y are allowables In accordance. with, the 
clauses of the contract relating to patents, costs of preparing documents and 
any other patent costs, in connection with the filing of a patent application 
where title r is. conveyed to the Government, are allowable. (See also and 

below,") 

CX~ 7) ( 4 s ) 

~(aeH Pension Plans. See above® 

• 

ibb) Plant Protection Costs . Costs of items such as (i) wages, uniforms, 

4 and equipment of personnel eng ag ed in plant protection, (ii) depreciation on 
plant protection, capital assets, and (iii) necessary expenses to comply with 
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(ii) the Impact of Government corrtractsonthe contractor's 
business (i.e., what new problems have arisen); 

(iii) the nature and .scope, of managerial services expected of 
the contractor's own orgEmizatione;c.ahd 

(iv) whether the proportion off Government work to the con- 
tractor* s total business is such as to- influence the 
contractor in favor of incurring the cost, particularly 

1 

where the services rendered are not of a continuing 
hatur§ and have little relationship to work, under Gov- 
ernment contrsicts. 

Retainer fees to be allowable must be reasonably supported. by evidence of A 

e-r- / 

services, rendered. 

r • S " 

Costs of legal, accounting, and consulting services , and related 

costs, incurred in connection, with organisation and reorganization, defense of 

anti-trust suits, and the prosecution of claims against the Government, are 

/ ■ ■ ■ 

un al l owable. Coats of legal, accounting, and consulting services, gna related 

costs, incurred in connection with patent infringement litigation, are unallow- 
able unless otherwise provided for in the contract . 
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military security requirements, are allowable. 

C 2 -^ 

Plant Reconversion Costs . Plant reconversion costs are those incurred 
In the restoration or rehabilitation of the contractor f s facilities to approxi- 
mately the same condition existing immediately prior to the commencement of the 
military contract wort, fair wear and tear excepted. Reconversion costs are 
unallowable except for the cost of removing Government property and the restora- 
tion or rehabilitation costs caused by such removal* However, in special circum- 
stances where equity so dictates, additional costs may be allowed to the extent 
mutually agreed upon before the costs are incurred. 'Whenever such costs are 
given consideration, care should be exercised to avoid duplication through allow- 
ance as contingencies, as additional profit or fee, or in other contracts. 


v & 


;V 


Precontract Costs . Precontract costs are those incurred prior to the 
effective date of the contract directly pursuant to the negotiation and in 
anticipation of the award of the contract where such incurrence is necessary 
to comply with the proposed contract delivery schedule. Such costs are allow- 
able to the extent that they would have been allowable if incurred after the 

I 07 

date of the contract. (But see ASPR 15 i gQ l frsii{b) »~) 

( 3 ^ ■ 

Profession^ Service Costs Legal, Account lng y Engineering, and Other * 
Costs of professional services rendered by the members of a particu- 
lar profession who are not employees of the contractor axe allowable, subject to 
f-H cc> 

jf&T and - 43 ^" below, when reasonable in relation to the services rendered and when 
not contingent upon recovery of the costs from the Government (but see''^w^above). 

Cr(<|(S)- Factors to be considered in determining the allowability of costs 
in a particular case include: 

<i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

30 ’feji- d- 
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(-£f)’**~ Profits and Lossea on Disposition of Plant « Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of p lant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, «v»*n be excluded in 

, <ii) 

comp u ting contract costa (tot see (it) ( 2 ; above as to 1>asls for deprecla- 

tloa) ViO 

—tag} — Recruiting Costs , Costs of "help ■wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for Interviews for prospective employment cue allowable* 
Vhere the contractor uses enployment agencies, costs not In excess of standard 
canmerclal rates for such services are also allowable. Costs of special bene- 
fits or emoluments offered to prospective employees beyond the standard prac- 
tices in the Industry are unallowable. 

cvD 

— rhhy Rental Coats, (including Sale and Leaseback of Facilities) . 

— (i)*" Re nta l costs of land, building, and equipment and other 
perso nal property are allowable if the rates axe reasonable in light of such 
factors as^oarkat conditi^aa in the /area, the type, life expectancy, condition. 




and value of the facilities leased, options available, and. other provisions, of <* 

. . ■ . y9«skz 3£C©»vo *v— rt t 

the rental agreement. Ap plicatio n of these factors^finvolve^ *.ir>Tig with other 
considerations^ conparison of rental costs with^costs which woultT'l^alloc^h^y ^ 

.... - .. , il . A. -."t A ,-»•*. e) 

■ if t he fa c ilities " we re o w ned by th e cun t racCuri 0 

Charges in the nature of rent between plants, divisions, or 
j organizations under common control are ^allowable -except to the extent s uch 
charges do not exceed the normal costa of ownership, such as depreciation, 

32 £U4 A. 
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taxes, insurance, and maintenance; provided that no part of such costs sfcsLL 
duplicate any other allowed costs* 

Unless otherwise specifically provided In the contract, rental 
costs specified In sale and leaseback agreements. Incurred by contractors 
through selling plant facilities to Investment organizations, such as 
insurance companies, or to private investors, and concurrently leasing back 


not exceed normal^ costa^ - 


the same facilities, are allowable only to the extent that such rentals do 

‘ . sueh ao ~ dcpim.i/ vt leH, taxes, insuranc e, ■ an d m a i n* 

act * 

by the lmuur, which would have hrits iaswwni. had the con- 
tractor retained legal title to the facilities* 

CSS) 

-fit)* Research and Development Costs * 

-4* f Basic research, for the purpose of this regateteea. 


Is that 

type of research which Is directed toward increase of knowledge In science* ^ 
La such research, the primary aim of the investigator Is a fuller knowledge 
or understanding of the subject under study, rather than any practical applica- 
tion thereof* Applied research, for the purpose of this consists 

of that type of effort which (l) normally follows basic research, but may not 
be severable from the related basic research, (ll) represents efforts to deter- 
mine and expand the potentialities of new scientific discoveries or improve- 
ments in technology, materials, processes, methods, devices, and techniques, 
and (ill) represents efforts to "advance the state of the art*" Applied 
research does not include any such efforts when their principal aim Is the 
de si gn, development, or test of specific articles or services to be offered 
for sale, w hi ch are within the definition of the term development as hereinafter 
provided* 

C-trJ 

Development Is the systematic use of scientific knowledge 

33 
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which la directed toward the production of, or Improvements la, useful products 
to meet specific performance requirements, hut exclusive of manufacturing 
production engineering* 

CO 

-(■ 3)- A contractor's Independent research and development Is that 
research and development vhlch la not sponsored by a contract, grant, or 
other arrangement* 

M') 

HrH- A contractor's costs of Independent research as defined In 


CO oO 

"belov) , provided they are allocated to all work of the contractor, 


“4 l£rf above shall be allowable as Indirect costa (subjec t to paragrap hs 


5Ti 


not 


^ ~(hr) C ° 8 ^ contractor's Independent development, as defined In 
pa ns graph s* and above (subject to para gr aph X^belov), are allowable 
to the extent that such development Is related to the product lines for which 
the government has contracts, provided the costs are reasonable In amount and 
are allo c a ted as I nd ir ect costs to all work of the contractor on such contract 
product lines* In cases where a contractor's normal course of business does 
not, involve production work, the cost of 1 development Is allowable 

the extent that such development Is related and allocated as an indir ect 
cost to the field of effort of government research and development contracts* 
ft) (6)~ In dependent research and development costs s hall uru an 
amount for the absorption of their appropriate share of Indirect and adminis- 
trative costs, unless the contractor. In accordance with Its accounting 
practices c onsis tently applied, treats such costs otherwise* 

. ‘ - i ■ 

C}) ■ Research and development costs (including amo unts capitalized), 
regardless of their nature, w hich were Incurred in accounting periods prior to 

. ' , the award of a particular contract are uuallovabler^^c^' , 

J , lV ... (**> - 

(S) The reasonableness of expenditures for Independent res ear ch 
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and development should ho determined In light of all pertinent considerations 
such as previous contractor research and development activity, cost of past 
programs and changes In science and technology* Such expenditures should he 
pursuant to a hroad planned program, which Is reasonable In scope and veil 
managed* Such expenditures (especially for development) should he scrutinized 
vlth great care in connection vlth contractors vhose work is predominantly or 

n 

subst a n ti a lly vlth the government. Advance agreements as described In 
ASPH 15-i©biT(-h^ are particularly loportant In this situation* In recognl*^ 
tlon that cost charing of the contractor's Independent research and develop- ^'" 
meat program may provide motivation for more efficient accomplishment of such 
program, it la desirable in some cases that the govemaent hear less them am 
allocable share of the total cost of the progr am * Under these circumstances, 
the following are a m on g the approach es vhieh may he used as the basis for 
agresment: (1; review of the contractor's proposed ^research and development 

program and agreement to accept the allocable costs of speclfle projects; 

(11) agreement on a maxima dollar limitation of costs, an allocable portion 
of which will he accepted by the Goverawnt; amt (ill) agreement to accept the 
allocable share of a percentage of the contractor's planned research and 

development program* 

(>«) 

4Mf Royalties and Other Costa for Use of Patents . 

Royalties on a patent or amortization of the cost of acquiring 

r 

by purchase a patent or rights thereto, necessary for the proper performance 
of the contract and applicable to contract products or processes, are allowable, 
unless: 

(i) the Government has a license or the right to free use ^ 
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of the patent; ^ ‘**1 

(ii) the patent has been adjudicated to be invalid* or has 
been administratively determined to be invalid; 

(iii) the patent is considered to be unenforceable; or 
. (iv) the patent is expired, 

eft 

r^r Special care should be exercised In determining reasonableness 
uhere the royalties nay have been arrived at as a result of less than arm's 
length bargaining; e.g.: 

(l) royalties paid to persons* corporations* 

af filia ted with the contractor; 

(ii) royalties paid ,%d unaffiliated parties* including 
corporations* under an agreement entered into In 
contemplation that a Government contract would be 
awarded; or 

(ill) royalties paid under an agreement entered Into after 
the award of the contract* 

(3) , Spe cial care should also be exereis6d>yith respect to 

! royalties pal'd to una^Tlliated parties* lnclu^g corpora?™., * u 

the coa^of which* or t&e coat of research/nd development work therecc 

vuyMbitaxtlaUy -A* A—* *»*. .re 

£venxaent contracts or subc 

CcU&tr 

tractor, the amount of royalty allowed should not exceed the cost which would 
^ have been allowed had the contractor retained title thereto* 

\ c&\ See ASPR 15- e e»>. i(b), 
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- 4 M e ) * Selling Costa. 

Sailing eoata arise la the marketing of the contractor's 



^0 




products and Include costs of sales promotion, negotiation, liaison between 
determent representatives and contractor's personnel, and other related 

. activities, • 

C(r\ 

4a)— ■Selling costs are allowable to the extent they are reasonable 

toy 

and are allocable to Govexmeat business (but see ASPR 15-2 04 »l(b })* Aitr.#.*- 

blllty of selling costs will be determined In the light of reasonable benefit 
to the Government arising from such activities as technical, consulting, 
demonstration, and other services which are for purposes such as application 
or adaptation of the contractor's products to Government use* 

ro c±) 

43h notwithstanding above, salesmen's or agents' ccapensatfo* 
fees, c emissions, percentages, or brokerage fees, which are contingent upon 
the award of contracts, are allowable only when paid to bona fide employees 
or bona fide established commercial or selling agencies maintained by the 
contractor for the purpose of securing business* 

P?) 

•411). Service and Warranty Costs * Such costs those arising from 

f nlflllaen t of any contractual obligation of a contractor to provide services, 
such as installation, training, correcting defects In the products, replacing 
defective parts, m a king refunds In the case of Inadequate performance, etc* 
When not Inco nsi stent with the terms of tho contract, such service and 
warranty costs are allowable* However, care should be exercised to avoid 
duplica tion of the allowance as an element of both estimated product cost 
and risk* 




ft 
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Sereranee Pay « c ^' rl (p£ )i 

fl 4* Sere ranee pay, also commonly referred to as eages. 

Is a payment In addition to regular salaries and mages, by contractors to 
workers whose employment Is being terminated* Costs of severance pay are 
allowable only to the extent that. In each case. It Is required by (l) law, 
(11) employer-employee agreement, (ill) established policy that constitutes, 
iM on Impli ed egreenenfe on tho costiEetor 1 1 put; or ( 1y) clrcum- 

stances of the particular enrol oymexrt# 

£ty 

Tw* Costs of severance payments are divided Into two categories 
as follows: 


(i) actual normal turnover severance payments shall be 
allocated to all work performed In the contractor's 
pla n t ; or, where the contractor provides for accrual 
of pay for normal sevaranees such method will be 
acceptable If the amount of the accrual Is reasonable 
In li gh t of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed In the contractor's 
plant; and 

(ll) abnormal or mass severance pay Is of such a conjectural 
nature that measurement of cost by mmw of an accrual 
will not achieve equity to both parties. Ulus accruals 
for this purpose are not allowable. However, the 
Government recognizes lta obligation to participate, 
to the extent of its fair share. In any specific 



4? 
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payment. Thus, allowability will be considered 
on a case-by-ease basis la the event of occurrence* 
' Special Tooling Costs * The teas "special tooling" naans property 
of such specialized nature that Its use, without substantial modification or 
alteration, Is United to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished* 

It I n c lud es , but is not United to, jigs, dies, f ixtur es, molds, patterns. 


special taps, special gauges, and special test equipment* The cost of 
special tooling, when acquired for and Its usefulness is United to one or 
more Government contracts. Is allowable and shall be allocated to the 
specific Government contract or contracts* 

(o*)> Taxes * 

(V^- (~l) -~ Taxes are charges levied by Federal, State, or local governs 
meats* They do not Include fines and penalties except as otherwise provided 
herein* In general, taxes (including State and local Income taxes) which the 




contractor Is required to pay sad which are paid or accrued In accordance with 
generally accepted accounting principles are allowable, except for: 

(l) Federal income and excess profits taxes; 

(ll) taxes In connection with financing, refinancing or 

refunding operations (see 4^); 

(ill) taxes from which exemptions are available to the 
contractor directly or available to the contractor 
based on an exemption afforded the Government except 
when the contracting officer determines that the 
administrative burden Incident to obtaining the . 
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_ _ ; Afp/ia 

exemption outweighs the corresponding benefits accruing 
^ to the Government; and 

V 5 (!▼) speelal assessments on land which rep res e nt capital 

improvements. t u * c£^' r ~ rL, \ 

© r 



-above, ^ 




. y tes otherwise allowable under 

^ b ut -w hi ch may - b e illegaUfct or erroneous^^assesseS^axe^allowable; provided ^ 
that the contractor prior to payment of such taxes; 

(l) promptly request* Instructions from the contracting 
officer concerning such taxes; and 
(ll) takes all action directed by the contracting officer/* 
Includin g cooperation with and for the benefit of the* 
Government to (A) determine the legality of such 
assessment or, (B) secure a refund of such taxes* 
B ® a * ona ble .costs of any such action undertaken by the contractor at the direc- 
tlon w r the contracting officer are allowable. Interest and penalties Incurred 
by a contractor by reason of the nonpayment ©f any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are also allowable* 

; 49r* Any refund of .taxes. Interest, or penalties, and any payment 

contractor of Interest thereon, attributable to taxes, Interest^ or 
P^^bAea which were allowed as contract costs, «h«.n be credited or paid 
to the Government In the manner directed by the Government, provided any 
Interest actually paid or credited to a contractor Incident to a r e fu nd of 



) 


tax. Interest or penalty shall be paid or credited to the Govexanent only 
to the extent that such Interest accrued over the period during whlr h the 


40 
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contractor- had been reimbursed by the Government for the taxes. Interest, 
or penalties.: 

Avrt Trade. Business, Technical and Professional Activity Costs. 

(c\) (i)“ Memberships, ibis category includes costs of msbershlps 
In trade, business, technical, and professional organizations. Such costs 
are allowable. 

( v 'i (£)* Subscriptions. This item in c l u des cost of subscriptions to 
trad% business, professional, or technical periodicals. Such costs are 
allowable. 

<C<^V (3) “ Meetings and Conferences . This item Includes cost of meals, 
transportation, r ental of facilities for meetings; and costs •>' 

thereto; when the primary purpose of the Incurrence of such costs is the 


dissemination of technical information or stimulation of production.. Such 


costs are allowable. 

Training and Educational Costs . 

{*) (l) Costs of preparation and maintenance of a program of ins true 
tion at noncollege level, designed to Increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, salaries. . 
or wages of trainees^dnrAng^gnlar wnrlHiit hears, and ■-) / 

(l) salaries of the director of training and staff 
when the training program is conducted by the 
contractor; or 

(ii) tuition and fees when the training is in an 
institution not operated by the contractor; 

are allowable. 


'Uxh 


u 



■’J 


the job requirements of bona fide employees, Including only: 

(l) training materials; 

(ll) textbooks; 

(ill) fees charged by the educational Institution; 

(It) tuition charged by the educational institution, or 
in lieu of tuition, instructors' salaries and the 
related share of Indirect cost of the educational 
Institution to the extent that the sun thereof Is 
not In excess of the tuition -which would hare 
been paid to the participating educational 
Institution; and 

(▼) straight- tine compensation of each employee for 
tine spent attending classes during working hours 
not In excess of 1 56 hours per year where clrcun- 
stances dp not permit the operation of classes or 


lure allowable 




x\i/L 

attendance at classes after regular working hours; 

tt?) JT (i v ? 

4^ Costs of tuition, fees, training materials and textbooks 

(but not subsistence, salary, or any other emoluments) la connection with 


O 


fulltine/sclentlflc and engineering education at a post-graduate (but not 
under- graduate) college lewd related to the Job requirements of bona fide 
e m pl oyees for a total period not to exceed one school year for each employee 
so trained, are allowable* . In unusual eases where required by military - 
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technology, the period may be extended. 

Maintenance expe use, and normal depreciation or flair rental, 

on facilities owned or leased by the contractor for training purposes are 

fe*) (3 l jJ 

allowable to toe extent set forth in£ttf, and pafrj ibove, respectively. 

Grants to educational or training ins titut ions , 

toe donation of facilities or other properties, scholarships or fellowshi 
ft tJ rt-C-C*— . 

are considered contributions ^ s ee (fc?3fbove)» 

Transportation Costs . Transportation costs Include freight, 

express, cartage, and postage charges relating either to goods purchased, 

in process, or delivered. These costs are allowable. When such costs ***** 

readily be identified with toe items involved, they any be dlr^tl^ costed 

^ as transportation coats or added to toe cost of such items (aee'-H-dbove). 

Where identification with toe materials received cannot readily be made, 

inbound transportation costa may be charged to the appropriate indirect 

cost accounts if toe contractor follows a consistent, equitable procedure 

In this respect. Outbound freigh t , if reimbursable under toe terms of the 

contract, be treated as a direct cost. 

C HS) 

~(ss}_ Travel Costs. 

vtr Travel costs i n c l u d e costs of transportation, lodging, sub- 
sistence, and Incidental expenses, incurred by contractor personnel in a 
travel status while on official company business. 

Travel costs may be based upon actual costs incurred, or 
on a per diem or mileage basis in lieu of actual costs, or on a conbinatioa of 
toe two, provided toe method used does not result in an unreasonable charge. 


J 
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the noxnal course of over-all 

administration of tha. business * to tha enti4 re are 

~£< AvCf </ ^ /t f pi'/jf , 

nnrunhln. f hreh i*"*t -h- 1 ! A* “ip i taMy; an~ > **~* • >1J1 ~~rh irf.t>s 


attributable to specific contract 
perfoznance are allowable and nay be charged to the contract In accordance 
with the principle of direct costing (.See ASPS 15-202). 

45r Necessary, reasonable costs of family movements and personnel 
aoveneataof a special or mass nature are allowable, subject to allocation 

- , p ... . *' , ■ • *.!Kv X ■ &. v, ''u ■ • ■ ■ ' '' 1 • ; 

on the basis of. work, or tine .period benefited when a ppropriate. (But see 

... . j Ql-y ‘ ' - ' " L “'“" 

, AflPB 15-’2 0 b »i( | bK ) 

*- — ^ 

.... ^ 


Travel costs directly 


( 3)-* Travel costs Incurred in 
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Part ^- Guidelines for Application In the Negotiation ' 
and Administration of Fixed-Price Type Simply 
and Besearch Contracts vlth Organizations Other 
Than Institutions and In the 

Negotiation of Termination Settlements for 
the Convenience of the Government 

€o» . • 

15 z§SS §SSSS ot Part . This Fart provides guidance for the use of 
Part 2 of this 8ectlon (i) in the evaluation of costa in pricing of nego- 
tiated fixed-price type supply and research contracts and subcontracts vlth 
organisations other than educational Institutions, In those Instances where 
such evaluation is required to establish prices for such contracts and 
(ii) la the negotiation of termination settlements, £entfthn*eaamandsneece#>' 



&<:>/ • • 

15*503: Definition of Fixed- Price Type Contracts * "Fixed-price type" 

contracts In c lud e , for purposes of this Fart, the following: 

(i) firm fixed-price contracts (ASPS 3-403*1) 

(ii) fixed-pries contracts vlth escalation (ASPB 3-403.2) 

(ill) fixed-pries contracts providing for the redetszmlnation 
of pries (ASPB 3-403*3) 

(lv) fixed-price incentive contracts (ASPB 3-403*4) 

(v) non-cost-relabursable portion of tine and naterlals 
contracts (ASPB 3-405*1) 

(vi) labor-hour contracts (ASPB 3-405*2) 

(qOI*- 

15-302* * Basic Considerations* (a) Under fixed-price type contracts, 
the negotiated price is the basis for payment to a contractor whereas allowable 
costs are the basis for reimbursement under cost-reimbursement type contracts* 
Accordingly, the policies and procedures of ASPB Section XU, Part 8, are 
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governing mad shall be followed la the negotiation of fiked-price type 
eoatractm « Coat and accounting data nay provide guides for ascertaining 
fair compensation but are not rigid measures of it. Other types of data, 
criteria, or standards Bay furnish equally reliable guides to fair com- 
pensation* Die ability to apply standards of/buslness Judgnemt as distinct 

-r .. . , • *, % 

froai strict accounting principles is at the heart of a negotiated pzlee or 
settlement, 

(b) Among the different types of fixed-price type contracts, 
the need for consideration of costs varies considerably as indicated bslov: 
(i) Retrospective Pricing and Settlements* In negotiating 
firm fixed prices or settlements for work vhich bets been 
- ^ completed at the time of negotiation (e*g«, final nego* 

■ ..... “' \ ; f \ •' ...I . '■ i* ■ ; ' .. 

tlatlons under fixed-price Incentive contracts, redeter- 
minat ion of price after completion. of the work, or 
negotiation of a settlement agreement under a contract 
terminated for the convenience of the Ooversaent), the 
treatment of costs Is a najor factor in arriving at the 
amoust of the price or settlement* Hbvever, even in 
these situations, the finally agreed price or settle- 
neat nay represent something other than the sma total 
of acceptable costs plus profit, sines the final price 
accepted by each party does not necessarily reflect 
agreement on the evaluation of each element of cost, 
but rather a final resolution of all issues in the 
negotiation process* 
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(11) Forvard Pricing . The azteat to which costa influence 
forward pricing varies greatly froai case to case. In 

0 

negotiations covering future work, actual costs cannot 
l»e known and the Importance of cost estimates depends 
on the clrevmstances. The contracting officer nust 
considers all the factors affecting the ^—^'uiabl eness 
of the total proposed price* such as the technical, 
production or flnanclai risk assumed, the cceqplexity 
of work,, the extent of competitive pricing, and the 
contractor's record for efficiency, economy and 
Ingenuity, as well as available cost estimates. He 

must be free to bargain for a total price which 

' 9 //.J ; ' - 

equitably distributes the risks between the contractor 

and the Qoveranent and provides Incentives for efficiency 
and cost reduction. In negotiating such a price. It Is 
hot possible to Identify the treatment of specific cost 
dencnts : since the bargaining Is on a total price basis. 
Bins, while cost data Is often a ; valuable aid, it will 
not control negotiation of prices for work to be per* 

foxned, or a target price under an Incentive contract. . 

<S°% CD* 

15t50y * Cost Principles and Their Use , (a) When, pursuant to ASFR 15 * 5 ^ 

costs are to be considered In the negotiation of fixed-price type contracts. 

Section X7, Fart 2, shall be used as a guide In the evaluation of cost data 

required to establish a fair and reasonable price In conjunction with other 


& 
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^7 


Mstrci 


pertinent considerations as set forth store fully la ASFR Section m, 
Part 8* 


(b) ytHhenerer &a occasion arises la which acceptability of a 


specific item of cost becomes an Issue, Sectloa X7, Part 2, trill serve as 

'4'CV- ^>4 (~Cr"-4 V /4ta, ><2? . 

a guide fui la s l es elatl o a eftHffe issu e r Iff 7 

v (c) la applying Part 2 of this Section XV to fixed-price ^ 


✓ : 


contracts, contracting officers will: (i) not be 




to negotiate 


on -eac^ individual e le ment of cost; sad (ll) be expected to use 


their judgnent as to the degree of detail la which they consider the 
Individual elements of cost la arriving at their evaluation of total cost, 
where such evaluation Is appropriate* However, the negotiation record 
should fully substantiate sad justify the reasoning leading to any nego- /^n 
tinted price* \ ' r ' 

. . hnweir a r^ order to permit the proper evaluation of cost data 


submitted by contractor's for use in negotiating prices, it may be 
necessary to obtain breakdowns or account analyses in respect to some 
cost Items particularly those whose treatment may be dependent upon 
special circumstances as stated in the principles. Contractors will ' 
expected to be responsive to reasonable requests for data of this kin*. 







CONTRACT COST PRINCIPLES AND PROCEDURES 





15-000 Scope of Section . This Section contains general cost princi- 
ples and procedures for the determination and allowance of costs in con- 
nection with the negotiation and administration of cost-reimbursement type 
contracts and contains guidelines for use, where appropriate, in the evalua- 
tion of costs in connection with certain negotiated fixed-price type 
contracts and contracts terminated for the convenience of the Government* 

Part 1 - Applicability 

15-101 Scope of Part . This Part describes the applicability of suc- 
ceeding Parts of this Section to the various types of contracts in connection 
with which cost principles and procedures are used* 

15-102 Cost-Reimbursement Supply and Research Contracts with Concerns 
Other Than Educational Institutions * This category includes all cost- 
reimbursement type contracts (ASER 3-404) for supplies, services, or 
experimental, developmental, or research work (other than with educational 
institutions, as to which ASPR 15-103 applies), except that it does not 
include facilities contracts (see ASPR 15-105) or construction contracts 
(see ASPR 15-104). The cost principles and procedures set forth in Part 2 
of this Section s hall be incorporated by reference in cost-reimbursement 
supply and research contracts with other than educational institutions 
as the basis - 



(i) for determination of reimburseable costs under such contracts, 
including cost-reimbursement type, subcontracts thereunder, and 
the cost-reimbursement portion of time -and -materials contracts 
(ASPR 3-405*1); 
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(li) for the negotiation of overhead rates (ASFR Section III, 

Part 7b and 

(ill) for the determination of costs of terminated cost- 

reimbursement type contracts where the contractor elects 
to "voucher out" its costs (ASFR Section VIII, Fart 4), 
and for settlement of such contracts by determination 
(ASFR 8-209-7)* 

15-103 Cost-Reimbursement Research Contracts with Educational in- 
stitutions. This category includes all cost-reimbursement type contracts 
(ASFR 3-404) for experimental, developmental, or research work with edu- 
cational institutions. The cost principles and procedures set forth in 
Fart 3 of this Section shall be Incorporated by reference in cost- 
reimbursement research contracts with educational institutions as the 
basis - 

(l) for determination of reimbursable costs under cost- 

reimbursement type contracts, including cost-reimbursement 
type subcontracts thereunder; 

(ii) for the negotiation of overhead rates (ASFR Section IH, 

Fart 7b 8114 

i (ill) for the determination of costs of terminated cost- 

reimbursement type contracts where the contractor elects 
to "voucher out" its costs (ASFR Section VIH, Fart 4), 
and for settlement of such contracts by determination 
(ASFR 8-209.7). 

In addition. Fart 3 is to be used in determining the allowable costs of 
research and development performed by educational institutions under grants . 

- 2 - 
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/Editor's note: When this paragraph 15-103 is printed, ASER 15-300 should 

be deleted^/ 

15-104 Cost-Reimbursement Construction Contracts * This category 
includes all cost-reimbursement type contracts (ASFR 3-404) for the con- 
struction, alteration, or repair of buildings, bridges, roads, or other 
kinds of real property. It also includes cost-reimbursement type contracts 
for architect -engineer services related to such construction. . It does not 
include contracts for vessels, aircraft, or other kinds of personal property. 
The cost principles and procedures set forth in Part 4 of this Section shall 
be incorporated by reference in cost-reimbursement construction contracts 
as the basis - 

(i) for determination of reimbursable costs under cost-reimbursement 
type contracts, including cost-reimbursement type subcontracts 
thereunder; 

(ii) for the negotiation of Overhead rates (ASFR Section III, Part 
7); and 

(iii) for the determination of costs of terminated cost-reimbursement 

type contracts -where the contractor elects to "voucher out" 

its costs (ASER VIII, Fart 4), and for settlement of such 
; ; 

contracts by determination (ASFR 8-209.7). 

. ... j 

3-5-109 Cost Reimbursement Facilities Contracts . (Reserved) 

15-106 Use of Cost Principles for Fired Price Contracts . Part 6 of 
this Section provides guidance for the use of Parts 2, 3, and 4 where appro- 
priate, in the evaluation of costs in connection vith the negotiation of 
certai n fixed-price type contracts and termination settlements. 
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15-107 Advance Understandings on Particular Cost Items. The extent 
of allowability of the selected items of cost covered in Parts 2 through 
5 has been stated to apply broadly to many accounting systems in varying 
contract situations. Thus, as to any given contract, the reasonableness 
and allocability of certain items of cost may be difficult to determine, 
particularly in connection with firms or separate divisions thereof which 
may not be subject to effective competitive restraints. In order to avoid 
possible subsequent disallowance or dispute based on unreasonableness or 
non-allocability, it is important that prospective contractors, particu- 
larly those whose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 

or unusual costs in categories where reasonableness or allocability are _ 

difficult to determine. Such agreement may also be initiated by contract- 
ing officers Individually, or jointly for all defense work of the contractor, 
as appropriate . Any such agreement should be Incorporated in cost-reimbursement 
’type contracts, or made a part of the contract file in the case of nego- 
tiated fixed-price type contracts, and should govern the cost treatment 
covered thereby throughout the performance of the contract. But the 

absence of such an advance agreement on any element of cost will not, 

? ... * * 

in itself, serve to make that element either allowable or unallowable. 

Examples of costs on which advance agreements may be particularly 
i mport ant? 

(i) compensation for personal services; 

(ii) use charge for fully depreciated assets; 

(iii) deferred maintenance costs; 
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(iv) pre-contract costs; 

(v) research and development costs; 

(vl) royalties; 

(vli) selling and distribution costs; and 

■» 

(vdii) travel costs j as related to special or mass personnel 


movement . 


DRAFT 

26 June 1959 • 

Part 2 - Principles and Procedures for Use in Cost Reim- 
bursement Type Supply and Research Contracts with ' 
Commercial Organizations 

15-201 Basic Considerations 

15-201.1 Composition of Total Cost . The toted, cost of a contract 
is the sum of the allowable direct and indirect costs allocable to the 
contract, incurred or to be incurred, less any allocable credits. In 
ascertaining what constitutes costs, any generally accepted method of 
determining or estimating costs that is equitable under the circumstances 
may be used, including standard costs properly adjusted for applicable 
variances. 

15-201.2 factors Affecting Allowability of Costs. Factors to be 
considered in determining the allowability of individual items of cost 
include (i) reasonableness, (ii) allocability, (iii) application of those 
generally accepted accounting principles and practices appropriate to the 
particular circumstances, (iv) any limitations or exclusions set forth in 
this Part 2, or otherwise included in the contract as to types or amount s 
of cost items . 

15-201.3 Definition of Reasonableness . A cost is reasonable if, in 

its nature or amount, it does not exceed that which would be incurred by 

• / 

an ordinarily prudent person in the conduct of competitive business. The 
question of -the reasonableness of specif ic costs must be scrutinized with 
particular care in connection with firms or separate divisions thereof 
which may not be subject to effective competitive restraints. What is 
reasonable depends upon a variety of considerations and circumstances 
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involving both the nature and amount of the cost in question. ' in deter- 
mining the reasonableness of a given cost, consideration h^aIi be given to: 

(i) whether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor's 
business or the performance of the contract; 

(ii) the restraints of requirements imposed by such factors as 
generally accepted sound business practices, arm's length 
bargaining. Federal and state laws and regulations, and 
contract terms and specifications; 

(iii) the action that a prudent business would take in the 
circumstances , considering his responsibilities to the 
owners of the business, his employees, his customers , the 
Government and the public at large; and 

(iv) significant deviations from the established practices of 

the Contractor which may unjustifiably increase the contract 
costs . 

15-201. 4 Definition of Allocabllity . A cost is allocable if it is 
assignable or chargeable to a particul ar cost objective, such as a con- 
tract;, product, product line, process, or class of customer or activity, 
in accordance with the relative benefits received or other equitable re-‘ 
lationship. Subject to the foregoing, a cost is allocable to a Government 
contract if it: 

(l) is incurred specifically for the contract; 

(ii) benefits both the contract and other work or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; 

- 7 - 


or 
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(ill) is necessary to the over-all operation of the business, 
although, a direct relationship to any particular cost 
objective cannot be shown. 

15-201.5 Credits . The applicable portion of any income, rebate, 
allowance, and other credit relating to any allowable cost, received by 
or accruing to the contractor, shall be credited to the Government either 
as a cost reduction or by cash refund, as appropriate. 

15-202 Direct Costs , (a) A direct cost is any cost which can be 
identified specifically with a particular cost objective. Direct costs 
are not limited to items which are Incorporated in the end product as 
material or labor. Costs identified specifically with the contract are 
direct costs of the contract and are to be charged directly thereto. 

Costs identified specifically with other work of the contractor are direct f 
costs of that work and are not to be charged to the contract directly or 
Indirectly* When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated from indirect costs allo- 
cated to Government work. 

(b) This definition shall be applied to all items of cost of 
significant amount unless the contractor demonstrates that the application 
of any different current practice achieves substantially the same results. 
Direct cost items of minor amount may be distributed as indirect costs as 
provided in ASPR 15-203* 

15-203 Indirect Costs ., (a) An indirect cost is one which, because 
of its incurrence for common or joint objectives, is not readily subject to 
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treatment as a direct cost. Minor direct cost items may be considered to be 
indirect costs for reasons of practicality. After direct costs have been 
determined and charged directly to the contract or other work as appro- 
priate, indirect. costs are those remaining to be allocated to the several 
classes of work. 

(b) Indirect costs s hall , be accumulated by logical cost group- 
ings with due consideration of the reasons for incurring the costs. Each 
grouping should be determined so as to permit distribution of the grouping 
on the basis of the benefits accruing to the several cost objectives . 
Commonly, manufacturing overhead, selling expenses, and general and ad- 
ministrative expenses are separately grouped. Similarly, the partic ular -; 
case may require subdivisions of these groupings, e.g., building occu- 
pancy costs Slight be separable from those of personnel administration within 
the manufacturing overhead group. The number and composition of the group- 
ings should be governed by practical considerations and should be such as 
not to complicate u ndu ly the allocation where substantially the re- 
sults are achieved through less precise methods. 

(c) Each cost grouping shall be distributed to the appropriate 
cost objectives. This necessitates the selection of a distribution base 
common to all cost objectives to which the .grouping is to be allocated. 

The base should be selected so as to permit allocation of the grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to be applied so rigidly as to complicate 
unduly the allocation where substantially the same results are achieved 
through less precise methods. 
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(d) The method of allocation of indirect costs must he based 
on the particular circumstances involved. The method gb^n be in accord 
with those generally accepted accounting principles which are applicable 
in the circumstances. The contractor's established practices, if in 
accord with such accounting principles, shall generally be acceptable. 
However, the methods used by the contractor may require re-examination 
when: 


(i) any substantial difference occurs between the cost pat- 
terns of work under the contract and other work of the 
contractor; or 

(ii) any significant change occurs in the nature of the busi- 1 

ness, the extent of subcontracting, fixed asset improvement 
programs, the inventories, the volume of sales and produc- ^ 
tion, manuf acturing processes, the contractor's products, 
or other relevant circumstances . 

(e) A base period for allocation of indirect costs is the period 
during which such costs are incurred and accumulated for distribution to 
work performed in that period. Normally, the base period will be the con- 
tractor's fiscal year; however, use of a shorter period may be appropriate 
in case of (4) contracts whose performance involves only a minor portion 
of the fiscal year, or (ii) where it is general practice in the industry 
to use a shorter period. In any event the base period or periods shall be 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base 
periods will be used as will be reqjiired to represent the period of contract'-' - '^ 
performance. 

- 10 - 
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15-204 Application of Principles and Procedures . (a) Costs shall 
he allowed to the extent that they are reasonable (see ASPR 15-201. 3 ), 
allocable (see ASER 15-201.4), and determined to be allowable In view of the 


other factors set forth in ASER 15-201.2 and 15-205. 

(b) Costs Incu rred as reimbursements /: hy- a prlaa contractor) to 
. a subcontractor 

to the extent that allowance Is consistent with the Part of this Section X 7 
which is appropriate to the subcontract Involved. Thus, if the subcontract 
Is for supplies, such costs are allowable to the extent that the subcon- 


tractor's costs would be allowable If this Part 2 were Incorporated in the 
subcontract; if the subcontract Is for construction, sucl\ costs are allowable 
to the extent that the subcontractor'^ costs would be allowable if Part 4 
of this Section XV were incorporated in the subcontract. 

(c) Selected items of cost are treated in ASPR 15-205 . However, 
ASEt 15-205 does not cover every element of cost and every situation that 
mifijht arise in a particular case. Failure to treat any item of cost in 
ASPR 15-205 is not intended to imply that it is either allowable or un- 
allowable. With respect to all items, whether or not specifically covered, 
determination of allowability shall be based on the principles and standards 
set forth in this Part and, where appropriate, the treatment of similar or 
related, selected items. 

15-205 Selected Costs . 

15-205.1 Advertising Costs . 

(a) Advertising costs mean the costs of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail , trade papers. 
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outdoor advertising, dealer cards and window displays, conventions, exhibits 
free good* and samples, and the like. The following advertising costs are 
allowable: 

(i) advertising in trade and technical Journals, provided 
such advertising does not offer specific products or 
services for sale but is placed In Journals which are 
valuable for the dissemination of te chni cal information 
within the contractor's industry; 

(ii) help-wanted advertising, as set forth in ASER 15-205. 33 , 
when considered in conjunction with all other recruitment 
costs; 

(iii) costs of participation in exhibits— 

(A) upon invitation of the Government, or 

(B) w hi c h exhibits are for the purpose of disseminating 
te chnic al information within the contractor's industry 
however, such costs are not allowable under this sub- 
paragraph (B) if the exhibit offers specific products 
or services for sale; 

(iv) advertising for the exclusive purpose of obtaining scarce 
materials, plant, or equipment , or disposing of scrap or 
surplus materials , in connection with the contract • 

(b) Except as provided above, all other advertising costs are 
unallowable. 

15-205.2 Bad Debts . Bad debts, including losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 


v* 
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15-205*3 Bidding Costs* Bidding costs are the costs of preparing 
"bids or proposals on potential Government and non- Government contracts 
or projects, including the development of engineering data and cost data 
necessary to support the contractor's "bids or proposals. Bidding costs 
of the current accounting period of both successful and unsuccessful bids 
and proposals normally vill be treated as allowable Indirect costs. In which 
. event no bidding costs of past accounting periods shall be allo wable in the 
current period to the Government contract. However, if the contractor's 
established practice is to treat bidding costs by some other method, the 
results obtained may be accepted only if found to be reasonable and equitable 
15-205 Bonding Costs., 

(a) Bonding costs arise when the Government requires assurance 
ag ain st f in a n cial loss to itself or others by reason of the act or 
default of the contractor. They arise also in instances where the con- 
tractor requires similar assurance. Included are such bonds as bid, 
performance, payment, advance payment, infringement, and fidelity bonds. 

(b) Costs of bonding required pursuant to the terms of the 
contract are allowable. 

(c) . Costs of b on d ing required by the contractor in the- 

\ _ . 

general conduct of his business are allowable to the extent that such bond- 
ing is in accordance with sound business practice and the rates and premiums 
are reasonable under the circumstances. 

15*205.5 Civil Defense Costs. 

(a) Civil defense costs are those incurred in pi «wth ng for, 
and the protection of life and property against, the possible effects of 
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enemy attack. Reasonable costs of civil defense measures (including costs 
in excess of normal plant protection costs, first-aid training and supplies, 
fire fighting training and equi pme nt, posting of additional exit notices 
and directions, and other approved civil defense measures) undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities are allovable when allocated to all work of the 
contractor. 

(b) Costs of capital assets under (a) above are allowable 
through depreciation in accordance with ASER 15-205.9* 

(c) . Contributions to local civil defense funds and projects 
are unallowable. 

15-205*6 Compensation for Personal Services. 

(a) General. (!) Compensation for personal services in-* 
eludes all remuneration paid currently or accrued, in whatever form, and 
whether paid immediately or deferred, for services rendered by employees ' 

f 

to the contractor during the period of contractc performance. It includes, 
but is not limited to, salaries, wages, directors' and executive committee 
members' fees, bonuses ( including stock bonuses), incentive awards, em- 
ployee stock options, employee Insurance, fringe benefits, and contributions 
to pension, annuity, and management employee Incentive compensation plans. 
Except as otherwise specifically provided in this ASFR 15-205*6, such costs 
are allowable to the extent that the total compensation of individual 
employees is reasonable for the services rendered and they are not in excess 
of those costs which are allowable by the Internal Revenue Code and 
regulations thereunder. 



* 


3 
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(2) Compensation is reasonable to the extent that 
the. total amount paid or accrued is commensurate with compensation paid 
under the contractor’s established policy and conforms gener ally to com- 
pensation paid by other firms of the same size, in the same industry, 
or in the same geographic area, for similar services. In the administra- 
tion of this principle.;, it is recognized that not every compensation 
case need be subjected in detail to the above tests. Such tests need be 
applied only to those cases in which a general review reveals amoun ts 
or types of compensation which appear unreasonable or otherwise out of 
line. However, certain conditions give rise to the need for special 
con Biderat ion and possible limitation as to allowability for contract 
cost purposes where amounts appear excessive. Among such c ondit i ons 
are the following: 

(i) Compensation to owners of closely held 

corporations, partners, sole proprietors, or 
members of the immediate families thereof, 

• or to persons who are contractually 

c om m it ted to acquire a substantial financial 
interest, in the contractor’s enterprise. 
Determination shbuld be made that such 
compensation is reasonable for the actual 
personal services rendered rather than a 
distribution of profits. 

(ll) Any change in a contractor's compensation 
policy resulting in a substantial increase 
in the contractor's level of compensation, 

- 15 - 
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particularly when it was concurrent with an 
increase in the ratio of Government contracts 
to other business, or any change in the 
treatment of allowability of specific types of 
compensation due to changes in Government 
policy. 

(ill) The contractor's business is such that his 
compensation levels are not subject to the 
restraints normally occurring in the conduct 
of competitive business. 

(3) Compensation in lieu of salary for services rendered 

by partners and sole proprietors will be allowed to the extent that it : 

is reasonable and does not constitute a distribution of profits . 

# 

(4) la addition to the general requirements set forth 
in (l) through (3) above, certain forms of compensation are subject to 
further requirements as specified in (b) through (i) below. 

(b) Salaries and Wages . Salaries and wages for current 
services Include gross compensation paid to employees in the form of 
cash; products, or services, and are allowable. However, premiums for 
overtime, extra-pay shifts, and multi-shift work are allowable to the 

i ; 

extent approved pursuant to' ASER 12-102. k or permitted pursuant to 

ASER I2-IO2.5. 

(c) Cash Bonuses and Incentive Compensation. Incentive 
compensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentive compensation based on production, cost re- 
duction, or efficient performance, are allowable to the extent that the 
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over-all compensation is determined to "be reasonable and such costs are 
paid, or accrued pursuant to an agreement entered into in good faith 
between the contractor and the employees before the services were 
rendered, or pursuant to an established plan followed by the contractor 
so consistently as to imply, in effect, an agreement to make such 
payment. (But see ASPR 15-1070 Bonuses, awards and incentive 
compensation when any of them are deferred are allowable to the extent 
provided in (f) below. 

(d) Bonuses and Incentive Compensation Paid in Stack. 


Costs of bonuses and incentive compensation paid in the stock of the con- 
tractor or of an affiliate are allowable to the extent set forth in (c) 
above ( in c ludin g the incorporation of the principles of paragraph (f) 
below for deferred bonuses and incentive compensation) , subject to the -- 
following additional requirements: 

(i) valuation placed on the stock tr ans ferred shall 
be the fair market value at the time of transfer, 
determined upon the most objective basis 
available; and 

..." (ii) accruals for the cost of stock prior to the 
' issuance of such stock to the employees shall 

be subject to adjustment according. to the possi- 
bilities that the employees will not receive 
such stock and their Interest in the accr uals 
will be forfeited. 

Such costs otherwise allowable are subject to adjustment accor ding to the 
principles set forth in (f)(3) below. (But see ASPR 15-107.) 

- 17 - 
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(e) Stock Opt iona. The coat of options to employees to 
purchase stock of the contractor or of an affiliate is unallowable. 

(f) Deferred Compensation, (l) As used herein, deferred 

compensation includes all remuneration, in whatever form, for which the 
employee is not paid until after the lapse of a stated period of years 
or the occurrence of other events as provided in the p l an s, except that 
it does not Include normal end of accounting period accruals. It in* 
eludes (i) contributions to pension, annuity, stock bonus, and profit 
sharing plans, (ii) contributions to disability, withdrawal, insurance, 
survivorship, and similar benefit plans, and (iii) other deferred com- 
pensation, whether paid In cash, or in stock. . 

(2) Deferred compensation is allowable to the extent 
that (i) except for past service pension^costs^ it is for services 
rendered during the contract period; (ii) it is, together with all other 
compensation paid to the employee, reasonable in amount; (iii) it is paid 
pursuant to an agreement entered into in good faith between the contractor 
and employees before the services are rendered, or pursua nt to an estab- 
lished plan followed by the contractor so consistently as to imply, in 
effect, aa agreement to make such, payments; and (iv) for a plan which 

is subject to ap prova l by the Internal Revenue Service, it falls within 
the criteria and standards of the Internal Revenue Code and the regula- 
tions of the Internal Revenue Service. (But see ASER 15-107 *) 

( 3 ) In determining the cost of deferred compensation 

allowable under the contract, appropriate adjustments shall be made for 

tA-raJLs 

credits or gains, prising out, of both normal and abnormal employee 

turnover, or any other contingencies that can result in. a forfeiture 
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by employees of such, deferred compensation. Adjustments shall he made 
only for forfeitures -which directly or indirectly inure to the benefit 
of the contractor; forfeitures which inure to the benefit of other 
employees covered by a deferred compensation plan with no reduction 
in the contractor's costs will not normally give rise to adjustment in 
contract costs. Adjustments for normal employee turnover shall be based 
on the contractor's experience and on foreseeable prospects, and shall 
be reflected in the amount of cost currently allowable. Such adjust - 
ments w ill be u nn ecessary to the extent that the contractor can demonstrate 
that its contributions take into account normal, forfeitures. Adjus t ment s 
for possible future abnormal forfeitures shall be effected according to 
the following rules; 

(i) abnormal forfeitures that are foreseeable 
and which can be currently evaluated with 
reasona b l e accuracy, by actuarial or other 
sound computation, shall be reflected by an 
adjustment of current costs otherwise 
allowable; and 

(ii) abnormal forfeitures, not within (i) 

above, may be made the subject of agreement 
between the Government and the contractor 
either as to an equitable adjustment or a 
method of determining such adjustment. 

In deter minin g whether deferred compensation is for 
services, rendered dur in g the contract period or is for future services, 
cons i derat ion shall be given to conditions imposed upon eventual payment, 

-19 - 
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such as, requirements of continued employment, consultation after ^ 

retirement, and covenants not to compete. 

(g) Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition to 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, employee insurance an d 
supplemental employment benefit plans are allowable to the extent req uir ed by 
law, employer-employee agreement, or an established policy of the 
contractor* 

(h) Severance Fay, See ASFR 15 - 205 . 39 . 

(i) Training and Education Expenses. See ASFR 15-205.4^. 

15-205.7 Contingencies . 

(a) A contingency is a possible future event or condition 

.. / 

arising from presently known or unknown causes, the outcome of which is 
indeterminable at a present time. 

(b) In historical costing, contingencies are not normally 
present since such costing deals with costs which have been incurred and 
recorded on the contractor’s books. Accordingly, contingencies are gen- 
erally unallowable for historical costing purposes. However, in some 

J / 

cases, as for example, terminations, a contingency factor may be 
recognized w h ich is applicable to a past period to give recognition 
to minor unsettled factors in the interest of expeditious settlem en t. 

(c) In connection with estimates of future costs, contin- 
gencies fall into two categories i 

(i) those which may arise from presently known 
existing conditions, the effects of which are 
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foreseeable within reasonable limits of accuracy; 
e.g., anticipated costs of rejects and defective 
work; in such situations where they exist, con- 
tingencies of this category are to be included 
in the estimates of future cost so as to provide 
the best estimate of perfo rmanc e costs, 

(ii) those which may arise from presently known or 
unknown conditions, the effect of which cannot 
be measured so precisely as to provide equitable 
results to the contractor and to the Government; 
e «g» » results of pending litigation, and other 
general business risks* Contingencies of this, 
category are to be excluded from cost estimates 
under the several items of cost, but should.be 
disclosed separately, including the basis upon 
which the contingency is computed in order to 
facilitate the negotiation of appro priate 
contractual coverage (see, for example, ASEH 
15 - 205 . 16 , 15-205.20, and 15-205.39). 
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donations are 


unallowable* 


15-205*9 Depreciation * 

(a) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in the particular contractor 1 s 
operations as distinguished from physical life. 


(b) Bbrmal depreciation on a contractor 'spiant, equipment, and 
other capital facilities is an allowable element of contract eost; provided 
that the amount thereof is computed: 

(l) upon the propert y cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the 
Internal Bevenue Code of 1954); or 
(ii) in the case of nonprofit or tax-easespt organizations, 

- upon a p r o pe r t y eost basis which could have been need 


by the contractor for Federal Income tax purposes, 
such organizations been subject to the payment of 
Income tax; and in either case 
(ill) by the consistent application to the assets concerned 

of any generally accepted accounting method, and subject 
to the limitations of the Internal Bevenue Code of 1954, 
as amended, including ; — 

(A) the straight line method; 

(B) the declining balance method, using a rate not 

- 22 - 
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exceeding twice the rate which would have been 
used had the annual, allowance been computed under 
the method described In (A) above; 

(C) the sum of the years-diglts method; and 

(D) any other consistent method productive of an annual 
allo wance which; when added to all allowances far j 
the period coanenclng with the use of the pr ope rty 

and Including the current year; does not; during the 
first two-thirds of the useful life of the p roper t y ; 
exceed the total of such allowances which would have 
been used had such allowances been computed under the 
method described in (B) above. 

(c) Depredation should usually be allocated to the contract 
other work as an indirect cost. Hn amount of depredation allowed in any 
accounting period may; consistent with the bade objectives set forth in (a) 
above; vary with volume of production or use of multi-shift operations. 

(d) In the ease of emergency facilities covered by certificates 
of necessity, a contractor nay elect to use normal depredation without 
requesting a determination of "true depreciation" or may elect to use dther 
normal, or "true depredation* after a determination of "true depredation* has 
been mads by an Emergency Facilities Depredation Board. The method elec ted 
nut be followed consistently throughout the life of the emergency facility. 
Where an election la made to use normal depredation; the amount thereof for 
both the emergency period and the post-emergency period shall be computed in 
accordance with (b) above. Where an election is made to use "true depreciation; 
the amount allowable as depreciation: 
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(i) with respect to the emergency period (5 years), shall be 

' / 

computed in accordance with the determination of the 
Emergency Facilities Depreciation Board and allocated 
rateably over the full five year emergency period; 

provided no other allowance is made which would duplicate 

IwtC-c Sc rCLv-Ot'-* • 

the factors, such as extraordinary obsolescence/ sea- 
ls 

i mr I [ i n iii ijt i h 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining, undepreciated portion of 
the cost of the emergency facility over the balance- of 



its useful life (but see (e) below): provided the re gaining 
undepreciated portion of such cost ab«i 1 not include any 
amount of unrecovered "true depreciation." 

(e) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(f) No depreciation, rental, or use charge shall be allowed on the 
contractor’s assets which have been fully depreciated when a substantial portion 
of such depreciation was on a basis that represented, in effect, a recovery 
thereof as a charge . against Government. contracts or subcontracts. Otherwise, a 

reasonable use charge may be agreed upon and allowed. (But see ASFR 15-107.) 

/ . 

In determining this charge, consideration should be given to cost, total 
estimated useful life at time of negotiation, and effect of any In creased 
maintenance charges or decreased efficiency due to age. 

1 5 =2Q5t l Q Employee Morale. Health, and Welfare Cost s and Credits. 

Reasonable costs of health. and welfare activities, such as house publications. 


health or first-aid clinics, recreational activities, and employee counseling 
services, incurred, in accordance with the contractor's established practice 
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or euatem la the Industry or area* for the Improvem ent of working conditions, 
eagloyer-employee relations, employee morale, and employee perf orma nce, are 
allowable* Income generated from any of these activities s hall he credited 
to the coots thereof unless such Income has been irrevocably set over to 
eaployee welfare organizations* 

15-205*11 Entertainment Costs * Costs of amassment, diversion, social 
activities and Incidental eosts relating thereto, such as seals, lodging, 
rentals, transportation, and gratuities, are unallowable (hut see ASPS 
15-205.10 and 15-205*42)* 

15-205*12 Excess Facility Costa * Costs of maintaining, ^repairing, and 
housing Idle and excess contractor-owned facilities, except those reasonably 
necessary for standby purposes, are unallowable* Any costs of excess plant 
capacity reserved for de fen s e mobilization production are to he paid 

for by the Gove r nme n t should he the subject of a separate contract. 

of ' 

15-205*13 Fines and Penalties * Costs^resultlng from violations of, or 
failure of the contractor to conply with. Federal, State, and local lawB and 
regulations are unallowable except when Incurred as a result of compliance 
with specific provisions of the contract, or Instructions in writing from 
the eontraetlng officer* 

15-205*14 Food Service and Dormitory Costs and Credits . Food and 
dormitory services include operating or famishing facilities for cafeter ia s, 
dpalng rooms, canteens, lunch wagons, vending machines, living accoacdatlons 
or similar types of services for the contractor's employees at or near the 
contractors * s facilities* .Seasonable losses ffom the operation of such 
services are allowable if they are allocated to all activities served. Profits 
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(except profits Irrevocably set over to an e ngl o yee welfare organization of 
the contractor In amounts reasonably useful far the benefit of the employees 
at the site or sites of contract p er form a nce) accruing to the contractor from 
the operation of these services, whether operated by the contractor or by a 
concessionaire, shall be treated as a credit, and allocated to all activities 
served* 


I 5 - 205 .I 5 Fringe Benefits* (^ee ASPR 15-205.6(g)) 

15-205.16 Insurance and Indemnification * 

(a) Insurance includes (i) insurance which the contractor is 
required to carry, or which is a pproved, under the terms of the contract, and 
(il) any other insurance which the contractor maintains in connection with the 
general conduct of his business. 

(1) Costs of insurance required or approved, and maintained, 
pursuant to the contract, are allowable. 

(2) Costs of other insurance maintained by the contractor in 
connection with the general conduct of his business are allowable subject to 
the following limitations: 

(i) types and extent of coverage shall be in accordance 
with sound business practice and the rates and 
prendums shall be reasonable under the circumstances; 

(ii) costs allowed for business interruption or other 

similar Insurance shall be limited to exclude coverage 


7L 


of p rofit; 

(iii) costa of insurance or of any provision for a reserve 

covering the risk of losq^r^^) damage to Gov e rnment 

prop er ty are allowable only to the extent that the 
- 26 - 
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contractor ia liable for suck loss or 
such insurance or reserve does sot cover loss or 
damage which results from willful misconduct or 
lack of good faith on the part of any of the 
contractor's directors or officers, or other 
equivalent representatives, who- has supervlsion 
or direction of (A) all or substantially all of 
the contractor's business, or (B) all or sub- 
stantially all of the contractor's operations 
at any one plant or separate location In which 
^ contract Is being performed, or (C) a separate 

and conflate major industrial operation In coxt- 
nectlon with the performance of the contract,'. 

(iv) provisions for a reserve under an app r ov ed self- 
insurance program are allowable to the extent that 
the types of coverage, extent of coverage, and the 
rates and premiums would have been allowed has* 
insurance been purchased to cover the risks; uad 
9 / U (y) costs of Insurance on the lives of officers, ^ 

7 Ik partners, or v proprietors are aIlowable / Jto L ihe 

that the Insurance represents aMlt to pgl 
condensation (see ASPS 15-20 5.6). 

(3) Actual losses sfalch could hove bean c o ve r ed by permissible 
Insurance (through an approved self-insurance program or otherwise) are unal- 
lowable unless expressly provided for In the contract, except: 
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(l) costs incurred "because of losses not covered under 
nominal deductible insurance coverage provided in 
keeping with sound business practice, are allowable; 
and 

(ii) minor losses not covered by Insurance, such as spoilage, 
breakage, and disappearance of small famd tools, -which 
occur in the ordinary course of doing business, are 
allowable. 

(b) Indemnification includes securing the contractor against liabLll - 
ties to third persons and^rther losses^ not compensated by insurance or otherwise. 
She Government is obligated to indemnify the contractor only* to the extent ex- 
pressly provided for in the contract, except as provided in (a)(3) above. 

oJ- i rSC-L 

15-205.17 Interest and Other Financial Costs, interest ^(however repre- 
sented), bond discounts, costs of financing and refinancing operations, 
and professional fees paid in connection with the pr epara tion of prospectuses, 
costs of preparation and Issuance of stock rights, and costs related thereto, 
are unallowable except far Interest assessed by State or taxing author- 

ities under the conditions set forth in ASPS 15-205.41. (But see ASPR 15-205.24.) 

15-205 .18 Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and its employees. Including costs of shop 
stewards* labor managem ent committees, employee publications, other 
related activities, are allowable. 

15-205.19 Losses on Other Contracts . An excess of costs over income under 
any other contract (i nclu di n g the contractor* s contributed portion under cost- 
sharing contracts), whether such other co n tr a ct is of a stpply, research 
development, or other nature, is unallo wable. 
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15-205,20 Maintenance and Repair Costs . 

(a) Coats necessary for the upkeep of prope r ty (including Gover nmen t 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, hot keep it 
in an efficient operating condition, are to he treated as follows (hut see 
ASER 15-205.9): 

(i) normal maintenance and repair costs are allowable; 

(ii) extraordinary maintenance and repair costs are allowab le , 
provided such are allocated to the periods to which appli- 
cable far purposes of determining contract costs, (But 
see JLSPR 15-107.) 

(h) Expenditures for plant and equipment, r ehabili tation 

thereof, Web, according to generally accepted accounting principles as applied 
under the contractor *s established policy, should be capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

I5-205.2I Manufactur ing and Production Engineering Costa . Costs oS manu- 
facturing and production engineering, including engineering activities in con- 
section with tho follow! ara allowable; 

„ : . . i . • ' •**. 1 

(d) current manuflaeturlng processes such as motion a nd tine 
study, methods analysis. Job analysis, and tool design and 
improvements and 

(ii) current production problems, such as materials analy sis far 

' - v • - •: j n; r;' ■ ' 

production suitability and component design for purposes of 

s imp l if ying production. 

15-205,22 Material Costs . 

(a) Material costs include the costs of such items as raw materials, 
parts, subassemblies, components, and manufacturing supplies, whether -purchased 
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outside or manufactured by the contractor, and say Include such collateral items 
as inbound transportation and Intransit Insurance. In confuting material costs 
consideration will be given to reasonable o verr un s, spoilage, or defective work 


(concerning correction of defective vork, ' see the provisions of the contract 
relating to Inspection and corre c tion of defective vork)* Obese costs are 
allowable subject, however, to the provisions of (b) through (e) below. 

(b) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap and 
salvage and material returned to vendors. Such income and other credits shall 
either be credited directly to the cost of the material involved or be allocated 


(as credits) to indirect costs. How ever , where the contractor can demonstrate - 
that failure to take cash discounts was due to reasonable circumstances, such 
lost discounts need not be so credited. 

(c) Reasonable adjustments arising from differences between periodic 
physical inventories and book inventories may be included in arriving at costs, 
provided such adjustments relate to the period of performance of the contract. 

(d) When the materials are purchased specifically for anpidentifiable 
solely with- p er formance under a contract, the actual purchase cost thereof should 
be charged to the contract. If material is Issued from stores, any generally 
recognized method of pricing such material is acceptable if that method is con- 
sistently applied and the results are equitab le . When estimates of material 
costs to be in cu r r ed in the fu ture are required* either current market price or 
anticipated acquisition cost may be used, but the basis of pricing mast be 
disclosed. 


t 
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(a) Charges far materials, services, and supplies sold or transferred 
between plants, divisions or organizations, under a comaon control, or dinarily 
shall he allowable to the extent of the lower of cost to the transferor or current 
narket price* However, a de pa r tu re from this basis Is permissible where (i) t he 
Item is reg ul arly manufactured and sold by the contractor through commercial 
channels and {11} It is the contractor * s T ft, ng— efttfihH shed practice to price 
Inter-organization transfers at other than cost for coamarelal work; provided 
that the charge to the contract Is not in excess of the transferor's sale s 
price to. its most favored customer for the same item in nv» quantity, cr the 
current market price, whichever Is lower* 

15-205*23 Organization Posts * Expenditures, such as incorporation fees, 
attorneys* fees, accountants* fees, brokers* fees, fees to promoters and 

organizers, in connection with (i) organization or reorganization of a business, 

# * 

or (11) raising capital, are unallowable* 

15-205*24 Other Business Expense a * Included la this item are such recurring 
expenses as registry and transfer charges resulting from changes la ownership 
of securities Issued by the contractor, cost of shareholders* mootings, nomad 
solicitations, preparation and publication of repor t s to shareholders, 
preparation and submission of required reports and forms to taxing other 
regulatory bodies; and incidental costs of directors and comlttee meetings. 

^he above and s imilar costs are allowable when allocated on an equitable basis. 3 
3£l.3°f« a ? Owertlms. Extra-Pay Shift and Ihlti-Shlft Premiums . Premiums 
for overtime, extra-pay shifts, and anltl-shlft work are allowable to the 
extent approved pursuant to ASPS 12-102.4, or permitted pursuant to ASPB 
12 - 102 * 5 . 
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15-205 « 26 Patent Costs * Costs of preparing disclosures, reports, and 


other documents required by the contract and of searching the art to the exte^ 
necessary to make such invention disclosures, are allowable. In accordance with 
the clauses of the contract relating to patents, costs of preparing docusents 
and any other patent costs, in connection with the filing of a patent application 
ufaere title is conveyed to the Government, are allowable. (See ASPR 15-205.36). 

15-205.27 Pension Plans . See ASPR 15-205.6, 

15-205.28 Plant Protection Costs. Costs of items such as (i) uages, 
uniforms, and equipment of personnel engaged in plant protection, (li) 
depreciation on plant protection ca p ital assets, and (ill) neeessary expenses' 
to eoqply with military security requirements, are allowable. 

15-205*29 Plant Reconversion Costs. Plant reconversion costs are those 


Incurred in the restoration or rehabilitation of the contractors facilitie s 
to approximately the saae condition existing immediately prior to the ccuaaenc 
meat of the military contract me eh, fair wear and tear exeqpted. Reconversion 


coats are u na l l owable except for the coat of removing Go vernm ent property 


the restoration or rehabilitation costa caused by such removal* However, in 
special circumstances where equity so dictates, additional costs amy be allowed 
to the extent agreed upon before the costs arc incurred. Whenever such costs are 
given consideration, care should be exercised to avoid duplication through allo w* 
ance as contingencies, «a additional profit or fee, or in other contracts. 

15-205* 3Q Precontract Costs . Precontract costs are those Incurred prior to 
the effective date of the contract directly pursuant to the negotiation in 
anticipation of the award of the contract where such incurrence is neeessary 
to coaply with the proposed contract delivery schedule. Such costs are allow- 
able to the extent that they would have been allowable if incurred after the 

date of the contract. (But see ASPS 15-107 . ) 
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15-205*31 Professional Service Coats - Legal, Accounting, Engineering, 
and Other* 

(a) Costa of professional services rendered "by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (b) and (c) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Government 
(bet see ASDRH 15 - 205 . 23 .) 

(b) Factors to be considered In determining the allowability of costs 
In a particular case Include: 

(l) the past pattern of such costs, particularly in the years 
prior to the sward of Gover nm ent contracts; 

(ll) the Impact of Government contracts on the contractor's 
business (l*e», what nev problems have arisen); 

(111) the nature and scope of managerial services espected of 
the contractor's own organizations; and 
(iv) wh e t her the proportion of Government work to the con- 
tractor's total business Is such as to Influence the 
contractor In favor of Incurring the cost, particularly 
where the services rendered are not of a continuing 
nature and have little relationship to work under 
Gov ernm ent contracts.. 

Ret ainer fees to be allowable most be reasonably s upporte d by evidence of bora 
fide service s^avallahle or rendered* 

(c) Costs of legal, accounting, and consulting services, and related 
coats. Incurred In connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the G ov e rnm ent, ere 

unallowable* Costa of legal, accounting, and consulting services, related 
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costs* lncurred'in connection "with, patent infringement litigation* are unall^ 
able unless otherwise provided far In the contract* 

15-205*32 Profits and Losses on Disposition of Plants BquLTanent* or Other 
Capital Assets * Profits or losses of any nature arising from the sale or 
exchange of plant* equipment* or other capital assets* Including sale or 
exchange of either short or long term Investments* shall -he excluded in 
computing contract costs (hut see ASPB 15-205 *9 (b) as to basis for depreciation)* 
15-205*33 Recruiting Costs * Costs of "help wanted" advertising* operating 
costs of an employment office necessary to secure and maintain an adequate 
labor foree* costs of operating an aptitude and educational testing program*, 
travel costs of employees while engaged In recruiting personnel* and travel 
costs of applicants for Interviews for prospective employment are allowable* 
Where the contractor uses employment agencies* coats not in excess of standard 
commercial rates for such services are also allowable* Costa of special bej 
fits or emoluments offered to prospective employees beyond the standard prac- 
tices in the industry are unallowable* 

15-205*3^ Rental Costs (including Sale and Leaseback of Facilities) . 

(a) Rental costs of land* building* and equipment and other 
personal p rope r ty are allowable If the rates are reasonable In light of such 
factors as rental costs of comparable facilities and market conditions in 

* • ■ . ■ • -v * ■ ■ ' 

the area* the type* Ufa expectancy* condition* and value of the facilities 
leased* options available* and other provisions of the rental agreement. 
Application of these faatcrs* In situations where rentals are extensively 
used* may Involve among other considerations* comparison of rental costs with 
the amount which the contractor would have received had It owned the facilities. 
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(b) Charges in the nature of rent between plants, divisions, or 
organizations under comfcon control are allowable to the extent such charges do 
not exceed the normal costs of ownership, such as depreciation, taxes, insurance, 
and maintenance; provided that no part of such costs shall duplicate any other 
allowed costs. 

(c) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors through 
selling plant facilities to investment organizations, such as insurance companies, 
or to private investors, and concurrently leasing back the same facilities, are 
allowable only to the extent that such rentals do not exceed the amount which the 
contractor would have received had it retained legal title to the facilities. 

(d) The allowability of rental costs under unexpired leases in con- 
nection with terminations: is treated- in ASPR 15*J205.42(e)< 

1S-$Q5.35 Beabarch and Development Coati. 

(a) Basiceresearch, for the purpose of this Past: 2, .is that type of 
research which is directed toward increase of knowledge in science. In such 
research, the primary aim of the investigator is a fuller knowledge or under- 
standing of the subject ^under study,, rather than, any practical, application thereof 
Applied research, for the purpose of this Part 2, consists of that type of effort 
which (i) normally follows basic "research, but may not be severable from the 
related basic research, (il) r a pr 9B onC t a to determine and expand the 
potentialities of new scientific discoveries or improvements in technology, 
materials, processes, methods, devices, and techniques, and (ill) r^prooonlio 7 "^ 
of for to to "advance the state of the art." Applied research does not include 
any rach efforts when their principal aim is the design, development, or test of 
specific articles or services to be offered for sale, which are within the 
definition of the term. development as hereinafter provided. 
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(b) Development is the systematic use of scientific knowledge 
which is directed toward the production of, or inproveients in, useful prodw 
to meet specific performance requirements, but exclusive of nmnufacturing and 
production engineering. 

(c) A contractor's independent research and development is that 
research and development which is not sponsored by a contract, grant, or 
other arrangement. 

(d) A contractor's costs of Independent research as defined in 

(a) and (c) above shal 1 be allowable as indirect costs (subject to paragraph 
(h) below), provided they are allocated to all work of the contractor) . 

(e) Costs of contractor *8 Independent development, as defined in 

(b) and (c> above (subject to (h) below), are allowable to the extent that 
such development is related to the product lines for which the Government 
has contracts, provided the costs are reasonable in amount are allocate 

as indirect costs to all work of the contractor on such aewtsawt product line s - 
In cases where a contractor's normal course of business does not involve pro- 
duction work, the cost of independent development is allowable to the extent 
that such development is related and allocated as an Indirect cost to the field 
of effort of Government research and development contracts • 

(f ) Independent research and development costs shall an 

amount for the absorption of their a ppropriate share of indir ect and adminis- 
trative costs, unless the contractor, in accordance with its accounting 
practices consistently applied, treats such costs otherwise. 

(g) Research and development costs (including amounts capitalized), 

regardless of their nature, which were incurred in accounting periods prior to 

the award of a particular contract, are unallowable except where allo wable ap 

precontract costa (see ASPR 15-205.30). 
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(h) Die reaso nable ness of expenditures for independent research 

and development should he determined in light of all pertinent consideration 
such ae prerions contractor research and development activity, cost of past 
progress and changes In science and technology* Such expenditures should be 
pursuant to a broad planned program, vfaich la reasonable In scope and tell 
managed* Such expenditures (especially for development) should be scrutinized 
elth great care In connection with contractors those work la predominantly or 
substantially with the Government* Advance agreements as described In 
ASPH 15-107 ere particularly important In this situation* In recognition 
that cost sharing of the contractor's Independent research end dev e l opment 
program may provide motivation for more efficient aeeoqpllahmsnt of such 
proflpra% it is desirable In some eases that the Governm ent bear less them an 
al 1 o cah l a share of the total coat of the program* Ptadar these clr c umatancaa * 

the following are among the approaches which may be used aa the basis for 

# * * - * 

agreement* (i) review of the contractor's proposed Independent research ^ 
derelopmant program and agreemrat to accept the allocable costa of specific 
pre4eets| (U) agreement on a n e xt man dollar limitation of cost s, an allocable 
portion of vhlch will be accepted by the Government? . (ill) an agreemwnt to 
aoeept-tha allocable share of a perce n t a ge of the contractor's planned re sear ch 
sad development program* 

15-205.36 Royalties and Other Costa f or Tfae of Patents. 

(a) Royalties on a patent or amortization of the cost of acquiring 
by purchase a patent or rights thereto, necessary for the proper perfor manc e 

of the contract and appli c abl e to contract products or processes, are allowable 
unless: 
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(i) the Go vernm ent has a license or the right to free use 
of the patent; 

(il) the patent has heea adjudicated to he invalid, or has 
been administratively determined to be invalid; 

(iii) the pa ten t is considered to be unenforceable; or 
(iv) the patent is expired, 

(b) Special care should be exercised in determining wmiuwiai ene ss 
nhere the royalties may have been arrived at as a result of less arm’s 
length bargaining; e«g.: 

(i) royalties paid to persons, including corporations, 
affiliated with the contractor; 

(ii) royalties paid to unafflliated parties, including 
corporations, under an agreement entered into in 
contemplation that a Gover n ment contract would be 
awarded; or j 

(iii) royalties paid under an agreement entered into after 
the award of the contract* 

(e) In any ease involving a patent formerly owned by the contractor, 
the amt unt of royalty allowed should not exceed the cost which would have been 
allowed had;, the contractor retained title thereto* 

(d) See ASPH 15-107, regarding advance unders tandings , 

15-305*37 Selling Costs * 

(a) Selling costs arise in the marketing of the contractor's products 
and include costs of sales promotion, negotiation, liaison between Government 
representatives and contractor's personnel, and other related activities* 
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(b) sealing costs are allowable to the extent they are reasonable 
and. are i <% to G ov e rn ment business (hut see ASPH 15-107 and 15-205.1). 
^Hocahillty of selling costs will he determined in the light of reasonable 
benefit to the Government arising from such activities as te chnic a l , consulting, 
demo ns t r a tion, and other services which are for purposes such as application 
or adaptation of the contractor's products to Government use. 

(e) Bbtwi thstandlng (h) shove, salesmen's or agents' condensation, 
fees, conmdssions, percentages, or brokerage fees, which are contingent t^on 
the award of contracts, are allowable only when paid to bona fide e m pl oyees 
or bona fide es tabli shed commercial or selling agencies maintained by the 
contractor • for the purpose of securing business* 

15-205*38 Service and Warranty-Posts * Such costa in c l u d e those arising 
jfroa f ulfillmen t of any contractual obligation of a contractor to provide ^ 
services, such as installation, training, correcting defects in the products, 
replacing defective parts, refunds in the ease of inadequate performance, 

< " - j 

ete* not inconsistent with the terms of the contract, such service and 

-warranty costs are allo wable* Hbwever, t cafe should be exercised to avoid 
dupli cation of the allo wance as an element of both estimated product cost 
aadr£jk* 

i ■ ■ ■ 

15-205*39 Severance Pay * 

(a) Severance pay, also commonly referred to as dismissal wages, 
is a p^menfe in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Cost3 of severance pay are 
ai t m only to the extent that, in each case, it is required by (i) law, 

(li) eaplpyer-eaployee agreement, (ill) es t a b lished policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstance* 
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of the particular employment. 

(b) Cost 3 of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments s h all he 
all ocated to work performed in the contractor’s 
plant; or, where the contractor provides for accrual 
of pay- for normal severances such method will he 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal 
severances over a representative past period, and if 
amounts accrued, are allocated to all work performed 
in the contractor’s plant; and 

(ii) abnormal or mass severance pay is of such a conjectural 
nature that measurement of cost by means of an accrual 
will not achieve equity to both parties. Thus accruals 
for this purpose are not allowable. However, the 
Government recognizes its obligation to participate, 
to the extent of its fair share, in any specific 
payment. Thus, allowability will be considered on a 
case-by-case basis in the event of occurrence. 

15-205.40 Special Tooling Costs. The term ’’special tooling” means 
•« 

all Jigs, dies, fixtures, molds, patterns, special taps, special gauges, 
special test equipment , other special equipment and manufacturing aids, 
and replacements thereof, acquired or manufactured by the contractor for 
use in the performance of a contract, which are of such a specialized 
nature that, without substantial modification or alteration, their use 
is limited to the production of such supplies or parts thereof, or the 
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performance of such, services, as are peculiar to the needs of the Government. 
'Thg term does not in cl u de: (i) items of tooling or equi pment acquired "by 
the contractor prior to the contract, or replacements t her eof, whether 
.Or not altered or adapted for use in the performance of the contract, 

(ii) consumable small tools, or (iii) general or special machine tools, 
or similar capital items. The cost of special tooling, when acquired 
for and its usefulness is li mit ed to one or more Government contracts, 
is allowable and shall be allocated to the specific Government contract 

4 

or contracts for which acquired. 




15-205. Tares . 

(a - ) Taxes are charges levied by Federal, State, or local govern- 
ments. They do not include fines and penalties except as otherwise provided 
herein. In general, taxes (including State and local income taxes) which the ^ 
contractor} is required to pay and which are paid or accrued in accordance 
with generally accepted accounting principles are allowable, except for: 

,4 (*■)' Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or 
refunding operations (see A3FR 15-205.17); 

(iii) taxes from which exemptions are available to the 
contractor directly or available to the contractor 
based on an exemption afforded the Government except 
when the contracting officer determines that the 
administrative burden incident to obtaining the 
e xemp tion outweighs the corresponding benefits 
accruing to the Government; _ 
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(iv) special assessments on land which represent capital 
improvements. 

(b) Taxes otherwise allowable under (a) above, but upon which a 
claim of illegality or erroneous assessment exists, are allowable j provided 
that the contractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting 



officer concerning such taxes; and 
(ii) takes all. action directed by the contracting officer arising 
out of (b)(i) above or an independent decision of the 
Government as to the existence of a claim of ill egality 
or erroneous assessment, including cooperation with and for 
the benefit of the Government to (A) determine the legality 
of such assessment or, (B) secure a refund of such taxes. 

Reasonable costs of any such action undertaken by the contractor at the direction 


or with the concurrence of the contracting officer are allowable. Interest and 
penalties incurred by a contractor by reason of the nonpayment of any tax ^t the 
direction of the contracting officer or by reason of the failure of the contracting 

officer t assure timely direction after prompt request therefor, are also 
allowable ' 



(c) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid or 
credited to a contractor incident to a refund of tax, interest or penalty shall 
be paid or credited to the Government only to the extent that such interest 
crued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest or penalties. 
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Termination Costa . Contract terminations generally give 
rise to the incurrence of costs, or the need for special treatment of costs, 
which would not have arisen had the contract not been terminated. Cost 
principles covering these items are set forth below. They are to be used in 
conjunction with the remainder of this Part in termination situations. 

( a ) flrmnnon Items . The cost of items reasonably usable on the 
contractor’s other work shall not be allowable unless the contractor submits 
evidence that it could not retain such items at cost without sustaining a loss. 
In deciding whether such items are reasonably usable on other work of the con- 
tractor, the contracting officer should consider the contractor ’ s plans and 
orders for current and scheduled production* Contemporaneous purchases of 
common items by the contractor shall be regarded as evidence that such items 
are reasonably usable on the contractor's other work. Any acceptance of common 
items as allocable to the terminated portion of the contract should be limited 
to the extent that the quantities of such items on hand, in transit, and on 
order are in excess. of the reasonable quantitative requirements of other work. 

(b) Costs Continuing After Termination. If, in a particular case, 
despite all reasonable efforts by the contractor, certain costs cannot be dis- 
continued immediately after the effective date of termination, such costs are 
generally allowable within the limitations set forth in this Part, except that 
any such costs continuing after termination due to the negligent or wilful 
failure of the contractor to discontinue such costs shall be considered 
unallowable. 





ijf-205.42 




f- 


(c) Initial Costs , including starting load and preparatory costs, 
are allowable, subject to the following: 
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(1) Starting load costa are coats of a non-recurring nature 
arising in the early stages of production and not fully absorbed because of 
the- termination. Such costs may include the cost of labor and material, 
and related overhead attributable to such factors as 

(i) excessive spoilage resulting from inexperienced labor, 

(ii) idle time and subnormal production occasioned by 
testing and changing methods of processing, 

(iii) employee training, and 

(iv) unfamiliarity or lack of experience with the product, 
materials, manufacturing processes and techniques* 

(2) Preparatory costs are costs incurred in preparing to 

perform the terminated contract, including costs of initial plant 

/ • 

rearrangement and alterations, management and. personnel organization/: pro- 
duction planning and similar activities, but excluding special machinery 
and equipment and starting load costs. 

(3) If initial costs are claimed and have not been segregated 
on the contractor's books, segregation for settlement purposes shall be 
made from cost reports and schedules which, reflect the high unit cQst t , > 
incu red during the early stages of the contract. 

; (4) When the settlement proposal is on the inventory basis, 

initial, costa should normally be allocated on the basis of total end 
items called for by the contract immediately prior to termination j 
however, if the contract includes end items of a diverse nature, some 
other equitable basis may be used, such as machine or labor hotcrs. 
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(5) Tfasn initial costs are included in the settlement proposal 
as a direct charge, such costs shall not also be included in overhead. 

(6) Initial costs attributable to only one contract ahai i no t 
be allocated to other contracts. 


(d) Loss of usei 


Elal machines 


flrmlment is generally allowable, provided - 

(i) such special tooling, machinery or equipment 
is not reasonably capable of use in the other 
work of the contractor; 

(ii) the Interest of the Government is protected by 

transfer of title or by other means deemed appro- 
priate by the contracting officer; and 

(iii) the loss of useful value as to any one terminated 
contract is limited to that portion of the acquisi- 
tion cost which bears the same ratio to the total 
acquisition cost as the terminated portion of the 
contract bears to the entire terminated contract- 
and other Government contracts for which the special 
tooling, special machinery and equipment was acquired. 

^ WStS mdcr unexpllHd leases are generally allowable 

where clearly shown to have been reasonably necessary for the performance 
of the terminated contract, less the residual value of such leases, if - 

(i) the amount of such rental claimed does not exceed 
the reasonable use yalua**f the property leased for 
^ the Period of the contract and such further period as 

may be reasonable; and 
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terminate, assign, settle, or otherwise reduce 
the cost of such lease. 

There also may be included the cost of alterations of such leased property, 
provided such alterations were necessary for the performance of the contract, 
and of reasonable restoration required by the provisions of the lease. 

(f) Settlement expenses including the following are generally 


allowable : 


(l) accounting, legal, clerical, and similar costs 'reasonably 


necessary for - 

■(i) the preparation and presentation to contracting 
officers of settlement claims and supporting 
. .data with respect to the terminated . portion of ^ y 

V 

the contract, and 

(ii) the termination and settlement of subcontracts; and 
(2) reasonable costs for the storage, transportation, pro- 
tection, and ^disposition of property acquired or produced for the contract, 
vg) Subcontractor claims, .including the allocable portion of claims 
which are common to the contract and to other work of the contractor are 
generally allowable. 


1^305.43 Trade, 


islness 


rofessional Act 


iOStS. 


This category includes costs of memberships in 


trade, business, technical, %»d professional organizations. Such costs are 


allowable. 


(b) Subscriptions. This item includes cost of subscriptions to 
^Hxrade, business, professional, or technical periodicals. Such costs are 


allowable. 
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c) Meetings , and Conferences. Thla. item includes cost of meals, 
transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose . of the incurrence of such costs is the 
dissemination of technical information or stimulation of production. Such 

costs are allowable. . , , ,j' 

1 5-2Q5 . 44 Training and. Educational. Costs .. 

(a) Costs of preparation and maintenance of a program of instruc- 
tion at noncollege level,- designed to increase the vocational effectiveness 
pf honagfide employees, including training materials, textbooks, salaries or 
wages of trainees (excluding overtime- compensation which might arise there- 
from),;. and ■-*•} ' -s- ■■ 

(i). salaries of the director nf training and staff when the 









(ii) 

are allowable* 


training program is conducted by the contrqctqr; or 
tuition and fees. when the training is in an 



institution not operated by the contractor; 


(b) Costs of part-time education, at an under-graduate or 
post-gradv ite college level, related to the job requirements of bona fide 
employees, including only: 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged; by. the educational institution; 

(iv) tuition charged by the educational institution, or 
in lieu of tuition, instructors* salaries and the 
related share of indirect cost of the educational 

* • P .-4* -1 ' ■ ^ ^ J . •» ’■ t* % f’yi * .• . ' ... . 

institution to the extent that the sum thereof is 

: * ’• v;"! . -j '■ “■ •: '*([■ , S '/. ' ■ ' ! \ k : 1 8^ •• V ■ • 

not in excess of the tuition which would have 



$ 
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been paid to the participating educational institu- 
tion; and 

(y) straight-time compensation of each employee for t ime 
spent attending classes during working hours not in 
excess of 156 hours per year where circumstances do 
not permit the operation of classes or attendance at 
classes after regular working hours; 


allowable. 


(c) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection with 
f ull time scientific and engineering, education at a post-graduate (but not 
under-graduate) college level related to the job requirements of bona fide 

^employees for a total period not to exceed one school year for each employee 
-so. trained, are allowable* In unusual cases where required by military 
technology f the period may be extended* 

(d) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes are 
allowable to the extent set forth in ASFR 15-205.20, 15-205.9, and 15-205*34, 
respectively. 

(e) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions and are unallowable. 

Transportation Costa. Transportation costs include freight, 
express, cartage, and postage charges relating either to goods purchased, in 
^process, or delivered. These costs are allowable. When such costs can readily 
be identified with the items involved, they may be directly costed as 

-43- 
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transportation costa or added to the cost of such items (see (22) above). 

Where identification with the materials received cannot readily be made, 
inbound transportation costs may be- changed to the appropriate indirect 
cost accounts if the contractor follows a consistent, equitable procedure 
in this respect. Outbound freight, if reimbursable under the terms of the 
contract, shall be treated as a direct cost. 

•K-205.A6 Travel Costs. 

(a) Travel costs include costs of transportation, lodging, sub- 
sistence, and incidental expenses, incurred by contractor personnel in a 
travel status while on official company business. 

(b) Travel costs may be based upon actual costs incurred, or 

on a per diem or mileage basis in lieu of actual costs, or on a combination 
of the two, provided t^ie method used does not result in an unreasonable charge. 

(c) Travel costs incurred in the normal course of over-all 
administration of the business are allowable and shall be treated as in- 
direct costs. 

(d) Travel costs directly attributable to specific contract 
performance are allowable and may be charged to the contract in accordance 
with the ] rlnciple of direct costing (See ASPR 15-202). 

(e) Necessary, reasonable costs of family movements and personnel 
movements of a special or mass nature are allowable, subject to allocation 
on the basis of work or time period benefited when appropriate. (But see 
ASPR 15-107). 
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Part 6 - Guidelines for Application in the Negotiation 

and Administration of Fixed-Price Type Contracts 
and in the Negotiation of Termination Settlements 


15=600 


sasg 23 


l. This Part provides guidance for the use of 


parts 2 > 3 and 4 Section XV (i) in the evaluation of costs in pricing 

of negotiated fixed-price type contracts and subcontracts in those instances 
where such evaluation is required to establish prices for such contracts and 

(ii) in the negotiation of termination settlements. 

■14-601 TiflfMnition of Fixed-Price Type Contracts. "Fixed-price type" 
contracts include, for purpose of this Part, the following: 

(i) firm fixed-price contracts (AS PR 3-403.1) 

(ii) fixed-price contracts with escalation (ASFR 3-403.2) 

(iii) fixed-price contracts providing for the redetermination 
-- of price (AS PR 3-403.3) 

# 

(iv) fixed-price incentive, contracts (ASPR 3-403.4) 

(v) non-co st-r eimbur pajlie portion of time and materials 
contracts (ASPR 3-405.1) 

(vi) labor-hour contracts (ASPR 3-4Q5.2) 


15-60 2 Basic C( 
the negotiated price 


is. the bl 


ons . (a) Under fixed-price type contracts, 
sis for payment to a contractor whereas allowable 


costs are the basis for reimbursement under cost-reimbursement type contracts. 
Accordingly, the policies and procedures of ASPR Section III, Part 8, are 
governing and shall be followed in the negotiation. of fixed-price type contracts. 
Cost and accounting data may provide guides for ascertaining fair compensation 
but are not rigid measures of it. Other types of data, criteria, or. standards 
may furnish equally reliable guides to fair compensation. The ability to apply 
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standards of business judgment as distinct from strict accounting principles 
is at the heart of a negotiated price o$ settlement. 

(b) Among the different types of fixed-price type contracts, the 
need for consideration of costs varies considerably as indicated below: 

(i) Retrospective Pricing and^Settlementa . Tn negotiating 
firm fixed prices or settlements for work which has been 
completed at the time of negotiation (e.g., final nego- 
tiations under fixed-price incentive contracts, redeter- 
mination of price after completion of the work, or 
negotiation of a settlement agreement under a contract 
terminated for the convenience • of the Government), the 
treatment of costs is a major factor in arriving at the 
amount* of the price; or settlement . However* even in 
these/ situations, the finally agreed price or settle- 
ment may represent something other than the sum total 
of acceptable; costs plus profit, since the final price 
accepted by each party does not necessarily reflect 
agreement on the evaluation of each element of cost,- 
but rather a final resolution of all issues in the 
negotiation process. 

(£>1) Forward Pricing^ .The extent .to which costs influence 
forward pricing, varies greatly from case to case. In 

negotiations covering future work, actual, costs cannot 

be known and the importance of. cost estimated depends 
on the circumstances. The contracting officer must 

-51- 
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consider all the factors affecting the reasonableness 
of the total proposed price, such as the technical, 
production or financial risk assumed,, the complexity 
of work, the extent of competitive pricing, and the 
contractor’s record for efficiency, economy- and 
ingenuity, as well as available cost estimates. He 
must be free to bargain for a total price which 
equitably distributes the risks, between the contractor 
and the GoverraiAnt and provides incentives for efficiency 
and cost reduction. In negotiating such a price, it is' 
not possible to identify the treatment of specific cost- 
elements since the bargaining is on a total price basis. 
Thus, while cost data is often a valuable aid, it w ill not 
control negotiation of prices for work to be performed, or a 
target price under an incentive contract. _ _ 


15-6Q3. Cost Principles and Their H3e. f«V Vhen, pursuant, to ASPR 15-602, 
costs are bo be s considered in the negotiation of fixed-price type contracts, 
the appropriate Part of this Section 17 shall be used as a guide in the 


evaluation of cost data required to establish a fair and reasonable price in 

conjunction with other pertinent considerations as set forth more fully in 

ASPR Section III, Part 8, and - in the case of negotiated termination settlements - 


Section Till, Part 3. 

(b) In retrospective pricing, whenever an occasion arises in which 
acceptability of a Specific item of cost becomes an issue, the appropriate part 

^p^this Section X7 will serve as a guide for the contracting officer in his 
conduct of negotiations. 
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^ W - lD tMs S90tl » »• fixed-price contracts, 

contracting officers will, (i) not be expected to negotiate agreement on 

9TOr7 9l9 ” nt 9f “ 9 *> -■ Cii) be expected to ua. their^ 

as to the degree of detail in which they consider the individual el ^ 

«.t in arriving at their evaluation of total cost, where each " 

appropriate. Hoover, the negotiation reoord ahould full, ^ ^ ‘‘ 

***** the ntS ° BlaS l9ad1 ”* *<> W negotiated prf ». “ *** 

^ ordsr to d6pib1+ 

P nnitthe proper evaluation of cost data 

tted by contractors for use in negotiating prices, it may be nece 

to.'obtain breakdowns or account analyses i. respect to son. ^ 

particularly those whose treatment may be dependent 

stated in the principles. Contractors win! . ^ 

to reasonable requests for data of this kind. ^ ^ ^ ^ reSP ° nSiVe 
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CONTRACT COST PRINCIPLES 
Part 4— Construction Contracts 

; 

15-401 Definition of Construction Contract. Hie term ’’construction 
contract" as used In this Part means any contract for the construction! 
alteration or repair of ’buildings , bridges! roads, 'or other kinds of real 

U 

property. It does not include a contract for the manufacturing, producing, 
furnis hing ! construction! alteration, repair, processing or assembling of 
vessels, aircraft, or other kinds of personal property, regardless of the 
terns of any such contract as to payment or title. 

15-402 General Baals for Determination of Costs . The total cost 
of a cost-reimbursement type contract for construction or for architect- - 
engineer services related to construction is the sum of the allowable 
costs incident to the performance of the contract, less applicable income 
and other credits. The tests used in determining the allowability of costs 
also include (i) reasonableness and (ii) any limitations as to types or 
amounts of cost items set forth in this Part 4 of Section XV or otherwise * 
Included in the contract. Failure to mention any item cf cost in this 
P&rt" is not intended to imply that it is either allowable or not allowable. 
Income and other credits arising out of operations under the contract, 
where the related cost was reimbursed or accepted as an allowable cost, 
will be credited to the Government. 
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15.403 Examples of It ana of Allowable Coats , Subject to the 
requirements of paragraph 15*^02 with respect to the general basis for 
determining allowability of costs, the following items of cost are con- 
sidered allowable within the limitations Indicated: 

(a) bonds and insurance, including self- Insurance, to the extent 
authorized by the contracting officer; 

(b) camp operations (but see paragraph 15-404 (h)); 

(c) freight, transportation, and material handling; 

(d) land and structures, temporary use thereof; 

(e) materials and supplies, including inspection, storage, salvage, 
and other usual expenses incident to the proc u rement use 
thereof; 

(f) patents, purchased designs, and royalty payments, to the extent 
authorized by the contracting officer; 

(g) plant and equipment, purchase or rental thereof ; 

(h) recruiting of personnel (including "help wanted" advertising); 

(i) restoration and cleanup of site and facilities, as directed 
by the contracting officer; 

| (j) structures and facilities of a temporary nature; 

(k) subcontracts; 

(l) taxes, fees or charges, except those imposed upon, by reason 
of, or measured by the contractor's fee; 

2 Tab C 
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(m) traveling eaqjenses, to the extent authorised by the contracting 
officer; 

(n) utility - services, such as communication, power, gas, and water 

(o) vacation, holiday and severance pay, sick leave and military 
leave, to the extent required hy law or specifically provided 
for elsewhere in the contract; 

(p) wages and salaries; and 

(q) pension and retirement plans In accordance with the interpre- 
tation set forth in ASPS 15*406 and group health, accident and 
life insurance plans (hut see ASPR 15-404 (b), (d), and (m))| 

15-404- Examples of Items of Unallowable Costs. Ohe following items 
of costs are considered unallowable, except as indicated and then only 
subject to the requirements of ASPR 15-402; 

(a) advertising (including advertising in trade or te chnical 
Journals), except ‘‘help wanted'* advertising; 

(b) central office expenses of the contractor, such as supplies, 
equipment, rent, or any other expenses incident to its 

■j m a int enance and operation, except to the extent authorised 
by the contracting officer; 

(c) l; c ommi ssions and bonuses (under whatever name) in connection 

with obtaining or negotiating for a Government contract; 

(d) compensation and traveling expenses of any officer or 
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employee la the central office organisation of the contractor, 
except to the extent authorised by the contracting officer; 

(e) contingency reserves; 

(f) contributions and donations; 

(g) dividend payments; 

(h) entertainment, except for on-site recreational activities 

for the contractor's employees as authorised by the contracting 
officer; 

(i) interest on borrowings (however represented), bond discount 

and expense, and financial charges; r ' 

( j) legal, accounting and consulting fees and related expenses, 
except to the extent authorised by the contracting officer; 

(h) losses on other contracts; 

(l) memberships in trade, business and professional organisations; 

(m) premiums for Insurance on the lives of directors, officers, 
proprietors or other persons, where the contractor Is the 
beneficiary directly or Indirectly; 

, (n) storage of contract records after completion of contract 

operations. Irrespective of contractual or statutory require- 
ments regarding the preservation of records; an d 

(o) taxes, fees or charges Imposed upon, by reason of, or 
measured by the Contractor's fee. 
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in a particular case are deemed to warrant such action. Such consideration 
will he the responsibility of the Department to which audit cognizance is 
assigned, and the subsequent action taken by that Department will gener ally 
be accepted by the other Departments. 

(d) Approval of a pension or Retirement plan by the Bureau of 

Internal Revenue or by the Departments does not Imply that the cost thereof 
for any particular year will be allowable for apportionment to contract 
costs, except to the extent costa for that year meet all other require- 
ments of the Bureau of Internal Revenue as a deduction for Income tax 
purposes, and are acceptable under the provisions of this cost interpre- 
tation and other provisions of this Section. M 

(e) Pension and retirement costs constitute a part of the total * 
compensation by a contractor to any individual covered by the plan , end 
accordingly, are subject to the provisions of this Section with respect 

to reasonableness of the total compensation paid to the indiv idual for 
the services rendered. 

(f ) Where contritions to pension or ret?~\saent plan s are 
based on profits, providing that provisions of the Internal Revenue 
Code and regulations of the Bureau of Internal Revenue have been met, 
the amount allowable for apportionment to contracts in any one ;^r shall 
be the amount contributed to the pension trust(s) for that year, but 
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organizations not subject to payment of Federal income taxes are also 
allowable except to the extent they are determined to be unreasonable 
or unallowable under any other provision of this cost interpretation* 

(b) Pension or retirement plans of a contractor which are 
subject to approval of the Bureau of Internal Revenue must have been 
so approved before costs under the plans may be accepted as charges to 
Government contracts. Many plans of nonprofit or other tax exempt 
organizations are also reviewed and approved by the Bureau of Internal 
Revenue— when not so reviewed and approved, each such pi*n will be re- ^ 
viewed, and approved or disapproved, by the Department to which audit 
cognizance is assigned, using, insofar as applicable, the criteria and 
standards of the Internal Revenue Code and the regulations of the Bureau 
of Internal Revenue. In any case where the Bureau of Internal Revenue 
withdraws approval of a plan, approval of amounts allocated to contract 
costs will be withdrawn accordingly. 

(c) The approval of a pension or retirement plan by the 
Bureau of Internal Revenue will, as a general rule, be the only approval 
regpi^ed by the Departments £ however, the right is reserved to require 
s ubmis sion of any p l an for consideration by a Department and to disapprove 
such p l a n in its entirety or any feature thereof whenever the circunstauces 
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(a) security measures of a special nature; 

(o) sharing of cost of research projects of the type which an 
educational or other nonprofit Institution iM git under- 
take as a part of Its own educational or research program; 

(p) subcontracting, nature and extent thereof and relation to 
fee or profit; 

(<l) subsistence and housing of employees; 

(r) termination expenses; 

(s) tooling and equipment; 

(t) traveling expenses of a special or unusual nature; 

(u) wages or salaries of partners or sole proprietors. 

15 “ 4 ° 6 Cost Interpretation o f Pension and Retirement Plan* (see 

ASFR 15-403 (q)) 

(a) Costs of pension and retirement plans, including reasonable 
Incidental benefits, such as disability, withdrawal, insurance or 
survivorship allowances which are deductible from taxable income In accord- 
ance with the Internal Revenue Code and the regulations of the Bureau of 
Internal Revenue, are allowable except to the extent they are determined 
to be unreasonable or unallowable under any other provision of this cost 
interpretation. Costs of such plans established by nonprofit or other 
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15-405 Examples of Subjects Requiring Special Considerations . The 
following examples are Illustrative of subjects affecting coat which may 
require special consideration: 

(a) costs Incurred Incidental to work covered by the contract 
but prior to the execution of the contract, with specific 
Identification of the types thereof and the period Involved 

(b) Government-furnished property, general nature and extent; 

(c) indirect cost basis (l) actual, (li) negotiated rate or 
amount, or (iii) other; 

(d) Insurance; 

(e) intracompany and intercompany transactions; 

(f) liability to third persons; 

(g) operation of restaurants and cafeterias; 

(h) overtime compensation (see ASFR 12-102); 

(l) patents, purchased designs, and royalty payments; 

( j) personnel movement of a special or mass nature; 

- (k) plant facilities fully depreciated or amortized on the 

■■ . contractor^ books of account or acquired without cost 

\ ’ ' ‘ ■ * • • 

(possible compensation for utilization in the form of a use 

■% ‘ 

or rental charge); 

(l) rearrangement or relocation of facilities or plant sites; 

(m) research programs of a general nature; 
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not to exceed 15 percent of the total compensation otherwise paid or 
accrued In that year to the Individuals covered under the plan( s ) , 

(g) The allowability of costs of lump sub purchases of annuities 
or of periodic cash payments made to provide pension or retirement 
benefits for retiring or retired enrployees, other than incurred under 
approved pension or retirement plans, will be subject to consideration 

on an Individual case basis* 

(h) Credits which became available or are foreseeable must be 
taken Into account in an equitable manner In determining pension re- 
tirement costs subject to apportionment to a military contract* In seme 
instances, this may require adjustments to costs in anticipation of the 
realization of credits. For example, such action would normally be appro- 
priate where contractors* orgsnizations are sifcetrntially expanded for 
the performance of military contracts and there is a reasonable expecta- 
tion that, upon completion of the contracts, the services of practically 
all or a large cumber of the additional employees will be terminated 
with the result that contractors will benefit from contributions made 

on beh a l f of these employees, because such personnel will not acquire 
vested rights under the terms of the plans* 

(i) In any current or future contract no coot allowance' will 
be made which would delicate. In whole or In part, an allowance 
previously made under a prior contract* 

9 Sab C 
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CONTRACT COST PRINCIPLES AND PROCEDURES 

15-000 Scope of Section * This Section contains general cost princi- 
ples and procedures for the determination and allowance of costs in con- 
nection with the negotiation and administration of cost-reimbursement type 
contracts and contains guidelines for use, where appropriate, in the evalua- 
tion of costs in connection with certain negotiated fixed-price type 
contracts and contracts terminated for the convenience of the Government. 

Part 1 - Applicability 

15-101 Scope of Part * This Part describes the applicability of suc- 
ceeding Farts of this Section to the various types of contracts in connection 
with w hi c h cost principles and procedures are used* ~ . 

15-102 Cost-Reimburs ement Supply and Researc h Contracts with Concerns 
Other Than Educational Institutions * This category includes all cost- 
reimbursement type contracts (ASPS 3-1*04 ) for supplies, services, or 
experimental , developmental , or research work (other than with educati onal 
institutions, as to which ASPR 15-103 applies), except that it does not 
include facilities contracts (see;. ASPR 15-105) or construction contracts 
(see A^PB 15-104)* The cost principles and procedures set forth in Part 2 
of this Section shall be incorporated by ref erence in cost-reimbursement 
supply and research contracts with other than educational institutions 
as the basis - 

(i) for determination of reimburseable costs under such contracts. 
In cl u di n g cost-reimbursement type, subcontracts thereunder, nn< ^ 
the cost-reimbursement portion of time-and-materials contracts 
(ASPR 3-405-1); 
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(ll) for the negotiation of overhead rates (ASER Section III, 
Part 7); and 

(ill) for the determination of costs of terminated cost- 

reimbursement type contracts where the contractor elects 
to "voucher out" Its costs (ASER Section VIII, Part 4), 
and for settlement of such contracts by determination 
(ASER 8-209.7). 

15-103 Cost-Reimbursement Research Contracts with Education in- 
stitutions . This category includes all cost-reimbursement type contracts 
(ASER 3-^04) for experimental, developmental, or research work with edu- 
cational institutions . The cost principles and procedures set forth in 
Part 3 of this Section shall be incorporated by reference in cost- 
reimbursement research contracts with educational institutions as the 
basis - 

(i) for determ in ation of reimbursable costs under cost- 

reimbursement type contracts, including cost-reimbursement 
type subcontracts thereunder; 

(il) for the negotiation of overhead rates (ASER Section IH, 
Part 7); and 

\ Cm) for the determination of costs of terminated cost- 

reimbursement type contracts where the contractor elects 
to "voucher out" its costs (ASER Section VIH, Part k), 
and for settlement of such contracts by determination 
(ASPR 8 - 209 . 7 ). 

In addition. Part 3 is to be used in determining the allowable costs of 
research and development performed by_ educational institutions under grants 
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/Silt or' s note: When tills paragraph 15-103 is printed, ASER 15-300 should 

"be deleted^ 

15-104 Coat-Reimbursement Construction Contracts * This category 
Includes all cost-reimbursement type contracts (ASER 3-404) for the con- 
struction, alteration, or repair of buildings, bridges, roads, or o ther 
kinds of real property. It also includes cost-reimbursement type contracts 
for architect-engineer services related to such construction, it does not 
include contracts for vessels, aircraft, or other ki nds of personal property - 
The cost principles and procedures set forth in Part 4 of this Section 
be Incorporated by reference In cost-reimbursement construction contracts 
as the basis - 

(i) for determination of reimbursable costs under cost-reimbursement 
type contracts. Including cost-reimbursement type subcontract/^”^ 
thereunder; 

(ii) for the negotiation of overhead rates (ASER Section III, Fart 
7)i and 

(ill) for the determination of costs of terminated cost-reimbursement 
type contracts vhere the contractor elects to Voucher out" 
its costs (ASER VIII, Part 4) , and for settlement of such 
i contracts by determination (ASER 8-209.7) . 

. 15-105 Cost Reimbursement Facilities Contracts . (Reserved) 

15-106 Use of Cost Principles for Fixed Price Contracts . Part 6 of 
this Section provides guidance for the use of Parts 2, 3, and 4 wher e appro- 
priate, In the evaluation of costs In connection with the negotiation of 
certa in fixed-price type contracts and termination settlements/ 
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15-107 Advance Understandings on Particular Cost Items. The extent 
of allowability of the selected items of cost covered in Parts 2 through 
5 has been stated to apply broadly to many accounting systems in varying 
contract situations . Thus, as to any given contract, the reasonableness 
and allocabllity of certain items of cost may be difficult to determine, 
particularly in connection with firms or separate divisions thereof which 
may not be subject to effective competitive restraints . In order to avoid 
possible subsequent disallowance or dispute based on unreasonableness or 
non-allocability, it is important that prospective contractors, particu- 
larly those whose work is predominantly or substantially with the Government, 
seek agreement with the Government in advance of the incurrence of special 
or unusual costs in categories where reasonableness or allocabllity are - 
difficult to determine . Such agreement may also be initiated by contract- 
ing officers individually, or Jointly for all defense work of the contractor, ' 
as appropriate. Any such agreement should be incorporated in cost-reimbursement 
type contracts, or made a part of the contract file in the case of nego- 
tiated fixed-price type contracts, and should govern the cost treatment 
covered thereby throughout the performance of the contract. But the 

absence of such an advance agreement on any element of cost will not, 

1 . ' 

in itself , serve to make that element either allowable or unallowable. 

Examples of costs on which advance agreements may be particularly 
Important: 

(i) compensation for personal services; 

(ll) use charge for fully depreciated assets; 

(ill) deferred maintenance costs; 
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(iv) pre-contract costs; 

(y) research and development costs; 

(vl) royalties; 

(vii) selling and distribution costs; and 
(viii ) travel costs , as related to special or mass personnel 
movement. 




♦ 


V 


m 



DRAFT 

12 May 1959 

Part 2 - Principles and Procedures for Use in Cost Reim- 
bursement Type Supply and Research Contracts with 
Commercial Organizations 

15-201 Basic Considerations 

15-201 .1 Composition of Total Cost . The total cost of a contract 
is the sum of the allowable direct and indirect costs allocable to the 
contract, incurred or to be incurred, less any allocable credits. In 
ascertaining what constitutes costa, any generally accepted method of 
determining or estimating costs that is equitable under the circums tan ces 
may be used, including standard costs properly adjusted for applicable 
variances. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be 
considered in determining the allowability of individual items of cost 
include (i) reasonableness, (ii) allocability, (ill*) application of those 
generally accepted accounting principles and practices appropriate to the • 
particular circumstances, (iv) any limitations or exclusions set forth in 
this Part 2, or otherwise included in the contract as to types or amount s 
of cost items. 

15-201 . 3 Definition of Reasonableness. A cost is reasonable if, in 
its- nature or amount, it does not exceed that which would be i nc urred by 

i ' ' . 

an ord in a ri ly prudent person in the conduct of competitive business. The 
question of the reasonableness of specific costs must be scrut ini zed with 
particular care in connection with firms or separate divisions ther eof 
which may not be subject to effective competitive restraints. What is 
reasonable depends upon a variety of considerations and circumstances 



f 
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involving "both the nature and amount of the cost in question. In deter- 
mining the reasonableness of a given cost, consideration shall be given to: 

(i) whether the cost is of a type generally recognized as 

ordinary and necessary for the conduct of the contractor’s 
business or the performance of the contract; 

(ii) the restraints or requirements imposed by such factors as 
generally accepted sound business practices, arm's length 
bargaining. Federal and state laws and regulations, and 
contract terms and specifications; 

(iii) the action that a prudent business vould in the 
circumstances, considering his responsibilities to the 
owners of the business, his employees, lala customers, the 
Government and the public at large; and 

(iv) significant deviations from the established practices of 

the contractor which may unjustifiably increase the contract 
costs. 

15-201 A Definition of Allocabillty . A cost is a ±f it is 

assignable or chargeable to a particular cost objective, such as a con- 
tract, product, product l ine , process, or class of cust ome r or activity, 
in accordance with the relative benefits received or other equitable re- 
lationship. Subject to the foregoing, a cost is allocable to a Gover nment 
contract if it: 

(i) is incurred specifically for the contract; 

(ii) benefits both the contract and other vork or both Govern- 
ment work and other work and can be distributed to them in 

reasonable proportion to the benefits received; or 
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(lii) is necessary to the over-all operation of the "business, 
although a direct relationship to any particular cost 
objective cannot be shovn. 

15-201.5 Credits . The applicable portion of any income, rebate, 
allowance, and other credit relating to any allowable cost, received by 
or accruing to the contractor, shall be credited to the Government either 
as a cost reduction or by cash refund, as appropriate* 

15*202 Direct Costs , (a) A. direct cost is any cost which be 
identified specifically with a particular cost objective. Direct costs 
are not limited to items which are incorporated in the end product as 
material or labor. Costs identified specifically with the contract are 
direct costs of the contract and are to be charged directly thereto. 

Costs identified specifically with other work of the contractor are direct 
hosts of that work and are not to be charged to the contract directly or 
indirectly. When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated frcm indirect costs allo- 
cated to Government work. 

(b) This definition shall be applied to all items of cost of 
significant amount unless the contractor demonstrates that the application 
of any different current practice achieves substantially the same results. 
Direct cost items of minor amount may be distributed as indirect costs as 
provided in ASER 15-203 . 

direct Costs, , (a) An indirect cost is one which, because 
of its incurrence for common or joint objectives, is not readily subject to 

- 8 - 
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treatment as a direct cost. Minor direct cost items may “be considered to b%, 
indirect costs for reasons of practicality. After direct costs have been 
determined and charged directly to the contract or other work as appro- 
priate, indirect costs are those remaining to he allocated to the several 
classes of work. 

(h) Indirect costs shall he accumulated hy logical cost group- 
ings with due consideration of the reasons for incurring the costs. 
grouping should he determined so as to permit distribution of the grouping 
on the basis of the benefits accruing to the several cost objectives. 

Commonly, manufacturing overhead, selling expenses, and general and ad- 
ministrative expenses are separately grouped. Similarly, the particular 
case may require subdivisions of these groupings, e.g., building occu- 
pancy costs might be separable from those of personnel administration within ^ 
the manufacturing overhead group. The number and composition of the group- 
ings should be governed by practical considerations and should be such as 
not to complicate unduly the allocation where substantially the re- 
sults are achieved through less precise methods. 

(c) Each cost grouping shall be distributed to the appropriate 

cost objectives. This necessitates the selection of a distribution base 

/ 

common to all cost objectives to which the grouping is to be allocated. 

The base SkSuld be selected so as to permit allocation of tha grouping on 
the basis of the benefits accruing to the several cost objectives. This 
principle for selection is not to be applied so rigidly as to complicate 
u nduly the allocation where substantially the same results are achieved 
through less precise methods. 
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(4) The method of allocation of indirect costs must he based 
on the particular circumstances involved. The method be in accord 

with those generally accepted accounting principles which are applicable 
in the circumstances. The contractor’s established practices, if in 
accord with such accounting principles, shall generally be acceptable. 
However, the methods used by the contractor may require re-examination 
when: 

(i) any substantial difference occurs between the cost pat- 
terns of work under the contract and other work of the 
contractor; or 

(ii) any sig nif icant change occurs in the nature of the bust- -- 
ness, the extent of subcontracting, fixed asset improvement 

1 . 

programs, the inventories, the volume of sales produc- 
tion, manuf acturing processes, the contractor's products, 
or other relevant circumstances • 

■(e) A base period for allocation of indirect costs is the period 
during which such costs are incurred and accumulated for distribution to 
work performed in that period. Normally, the base period will be the con- 
tractor's fiscal year; however, use of a shorter period may be appropriate 
in case of (i) contracts whose performance involves only a minor portion 
of the fiscal year, or (ii) where it is general practice in the indus try 
to use a shorter period. In any event the base period or periods shall be 
so selected as to avoid inequities in the allocation of costs. When the 
contract is performed over an extended period of time, as many such base 

periods will be used as will be required to represent the period of contract 
performance. 
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15-204- Application of Principles and Procedures , (a) Costs ^ 

"be allowed to the extent that they are reasonable (see ASPR 15-201. 3 ), 
allocable (see ASPR 15-201 .4-), and determined to be allowable In view of the 
other factors set forth in ASPR 15-201.2 and 15-205. 

(b) Costs incurred as reimbursements by a prime contractor to 
a subcontractor und er a cost-reimbursement type subcontract are allowable 
to the extent that allowance Is consistent with the Part of this Section XT’ 
which is appropriate to the subcontract involved. Thus, if the subcontract 
is for supplies, such costs are allowable to the extent that the subcon- 
tractor’s costs would be allowable if this Part 2 were incorporated in the 
subcontract; if the subcontract is for construction, such costs are allowable 
to the extent that the subcontractor ' s costs would be allowable if Part 4- 
of this Section XV were incorporated in the subcontract * 

(c) Selected items of cost are treated in ASER 15-205. However, 
ASPR 15-205 does not cover every element of cost and every situation that 
might arise in a particul ar case. Failure to treat any item of cost in 
ASPR 15-205 is not intended to imply that it is either allowable or un- 
allowable. With respect to all items, whether or not specifically covered, 
determination of allowability shall be based on the principles and standards 
set fprth in this Part and, where appropriate, the treatment of similar or 
related selected items. 

% 

15-205 Selected Costs . 

15-205.1 Advertising Coats . 

(a) Advertising costs mean the costs of advertising media 
and corollary administrative costs. Advertising media include magazines, 
newspapers, radio and television programs, direct mail, trade papers. 
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outdoor advertising, dealer cards and window displays, conventions, exhibits 
free goods and samples, and the like. The following advertising costs are 
allowable: 

(i) advertising in trade and technical Journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in Journals which are 
valuable for the dissemination of technical information 
within the contractor ' s industry ; 

(ii) help-wanted advertising, as set forth in ASER 15-205 . 33 , 
when considered in conjunction with all other recruitment 
costs: 

w - 

(iii) costs of participation in exhibits— 

(A) upon invitation of the Government, or 

(B) w hich exhibits are for the purpose of disseminating 
technical information within the contractor's indus try; 
however, such costs are not allowable under this sub- 
paragraph (b) if the exhibit offers specific products 
or services for sale; 

(iv) advertising for the exclusive purpose of obtaining scarce 

f • 

materials, plant, or equipment, or disposing of scrap or 
surplus materials, in connection with the contract* 

(b) Except as provided above, all other advertising costs are 
unallowable. 

15-205 »2 Bad Debts . Bad debts, including losses (whether actual or 
estimated) arising from uncollectible customers’ accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 

- 12 - 
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15»205»3 Bidding Costs. Bidding costs are the costs of preparing 

bids oar proposals on potential Government and non-Government contracts 
or projects, including the development of engineering data and cost data 
necessary to support the contractor’s bids or proposals. Bidding costs 
Of the current accounting period of both successful and unsuccessful bids 
and proposals normally will be. treated as allowable indirect costs, in which 
event no bi ddin g costs of peat accounting periods shall be allowable in the 
current period to the Government contract. However, if the contractor’s 
established practice is to treat bidding costs by some other method, the 
results obtained may he accepted only if found to be reasonable and equitable 
15-205.4 Bond 1 ng Costs. 

(a) Ban ding costs arise when the Go v e rnme nt requires assur ance 

•• /- 

against financial loss to itself or others by reason of the act or 
default of the contractor. They arise also in instances where the con- 
tractor requires s imilar assurance. Included, are sueh bonds as bid, 
performance, payment, advance payment, infringement, and fidelity bonds. 

(b) Costs of bonding required pursuant to the terms of the 
contract are allowable. 

1 (c) Costs of b on d ing required by the contractor In the 

i , 

gexeral conduct of his business are allowable to the extent that such bond- 
'Ing ia in accordance with sound business practice and the rates and premiums 


fire reascmahle under th& circumstfiiicgs*. 


15*205.5 Civil Defense Costs. 

(a) Civil defense costs are those incurred in pi aiming for, 
and the protection of life and prope rt y against, the possible effects of 
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engny. attack. Reasonable costa of civil defense measures (including costs 
in eaoeessof normal plant protection costs, first-aid training and supplies, 
fire fighting tra ining and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) undertaken on 
the contractor’s p re m is es pursuant to suggestions or requirements of civil 
defense authorities ace allowable when allocated to all work of the 
contractor. 

(b) Costs of capital assets under (a) above are allowable 
through depreciation in accordance -with. ASER 15-2Q5.9. 

(c) Contributions to. local civil defense funds and projects 
are unallowable. 

t 

15-205.6 Compensation for Personal Services. 

(a) G ener al. (!) Compensation for personal services in- 
cludes all remuneration paid currently or accrued, in. whatever fom and 
whether paid immediately or deferred, for services rendered by es^loyees 
to the contractor during the period of contract! performance. It includes, 
but is not limited to, salaries, wages, directors’ and executive committee 
members * fees, bonuses ( including stock bonuses), incentive awards, em- 
ployee stock options, employee insurance, fringe benefits, and contributions 
to pension, annuit y,, and manag e m ent employee incentive compensation plana. 
Except as otherwise specifically provided in this ASPR 15-205.6, such costs 
are allowable to the extent that the total canrpensation of individual 
«xp!oyees is reasonable for the services rendered and they are not in excess 
of those costs which are allowable by the Internal Revenue Code and 
regulations thereunder « 
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(2) Compensation, is reasonable to the extent that 
the total a mo czrt paid or accrued is commensurate with compensation paid 
under the contractor’s established policy and conforms generally to com- 
pensation paid by other firms, of the same size, in the same industry, 
or in the same geographic area, for similar services* In the administra- 
tion of this principle:, it is recognized that not every compensation, 
case need be subjected in detail to the above tests. Such tests need he 
applied, only to those cases in which a general review reveals amounts 
or types of compensation which appear unreasonable or otherwise out of 
line. However, certain conditions give rise to the need for special 
consideration and possible limitation as to allowability for contract 
cost purposes where amounts appear excessive. Among such conditions 
are the following: 

(i) Compensation to owners of closely held 

c or po r ations, partners, sole proprietors, or 
members of the Immediate families thereof, 
or to persons who are contractually 
committed to acquire a substantial financial 
interest in the contractor’s enterprise. 
Determination shbuld.be made that such 
compensation is reasonable for the actual 
personal services rendered rather than a 
distribution of profits . 

(ii) Any change in & contractor's compensation 
policy resulting In a substantial increase 
in the contractor's level of compensation. 


DRAIT 

12 May; 1959 

particularly when it vaa conc ur ren t -with an 
increase In the ratio of Goveirnnerrt contracts 
to other "business, or any change in the 
treatment of allowability of specific types of 
canmensaction due to changes in Government 
policy. 

(iii) The contractor's ■business is such that his 
compensation levels are not subject to the 
restraints no rmal 1 y occurring in the conduct • 
of competitive business* 

(3) Compensation in lieu of salary for services rendered, 
by partners, and sole proprietors wHL.be allowed to the extent that it ; 
is reasonable and does not constitute a distribution of profits. 

In ad dition -to the general requirements set forth 
^ through ( 3 ) above, certain forms of compensation are subject to 
further requirements as specified in (b) through ( 4 } below. 

(^0 Salaries and Wages* Salaries and. wages for current 
services include gross compensation, paid to employees in the form of 
cash,, products, or services, and are allowable. However, premiums for 
overtime, extra-pay shifts, and multi- shift work are allowable to the 
eateab approved pursuant to’ASPR 12-102 A or permitted pursuant to 
SSPR 13*102.5. 

Cash Bon uses and Incentivg Compensation. Incentive 
compensation for management employees, cash bonuses, suggestion awards, 
safety awards, and incentive compensation based on production, cost re- 
duction, or efficient performance, are allowable to the extent that the 
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over-all compensation is determined to be reasonable and such costs are 
paid or accrued pursuant to an agr eement entered Into in good faith 
between the contractor and the employees before the services were 
rendered, or pursuant to an established plan followed by the contractor 
so consistently as to imply, in effect, an agreement to make such 
payment. (But see ASFR 15-107*) Bonuses, awards and incentive 
compensation when any of than are deferred are allowable to the extent 
provided in (f) below. 

(d) Bonuses and Incentive Compensation Bald in Stock. 

Costs of bonuses and incentive compensation paid in the stock of the con- 
tractor or of an affiliate are allowable to the extent set forth in (c) 
above (including the incorporation of the principles of paragraph (f) 
below for deferred bonuses and incentive compensation) , subject to the 
following additional requirements: 

( i) valuation placed on the stock transferred shall 
be the fair market value at the time of transfer, 
determined upon the most objective basis 
available; and 

(ii) accruals for the cost of stock prior to the 
1 issuance of such stock to the employees shall 

. \ ' ' be subject to adjustment according. to the possi- 

bilities that the employees will not receive 

■ ■ 4 

such stock and their interest in the accruals 
will be forfeited. 

Such costs otherwise allowable are subject to adjustment according to the 
principles set forth in (f)(3) below. (But see ASER 15-107*) 
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(«) Stock. Opt Iona. The coat of options to employees to 
purchase stock of the contractor or of an affiliate is unallo cable. 

/ (f) Deferred Compensation, (l) As used herein, deferred 

compensation includes all r emuner ation, invhatever form, for which, the 
employee is not paid until after the lapse of a stated period of years 
or the occurrence of other events as provided in. the plans, except that 


it does not include normal end of accounting period accruals* It in- 
cludes (i) contributions to pension, annuity, stock bonus, and profit 
sharing plans, (ii) contributions to disability, withdrawal, insurance, 
survivorship, and s imilar benefit plans, and (iii) other deferred cam- 
peaisatim^ vhtefther paid la cask or in stock* 

( 2 ) Deferred compensation is allowable to the extent ' 
that (i) except for past service pension costa it is for services 
rendered during the contract period; (ii) it is, together with, all other 
compensation paid to the employee* reasonable; in amount; (iii) it is paid 
pursuant to an agreement entered into In good faith between the contractor 
and employees before the services are rendered, or pursuant to an estab- 
lished plan followed by the contractor so consistently as to lagly, in 
effect, an agreement to make such, payments; and (iy) for a plan which 

is subject to a pp rova l by the Internal Revenue Service, it falls within 
the criteria and s tand a r ds of the Internal Revenue Code and the regula- 
tions of the Internal Revenue Service* (But see A3ER 15-107.) 

( 3 ) In determining the cost of deferred compensation 
allowable under the contract, appropriate adjustments shall be made for 
credits or gains a ri s ing out. of both normal abnormal employee 

turnover, or any other contingencies that can result in a forfeiture 
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by employees of sjich deferred compensation* Adjustments «>iAn be made 
only for forfeitures -which directly or indirectly inure to the benefit 
of the contractor; forfeitures -which inure to the benefit of other 
employees covered by a deferred compensation plan -with no reduction 
In the contractor’s costs will not normally give rise to adjustment in 
contract costs* Adjustments for normal enployee tumover shall be based 
on the contractor’s experience and on foreseeable prospects, an d shall 
be reflected in the amount of cost cur re ntly allowable* S uch adjust- 
ments will be unnecessary to the extent that the contractor can demonstrate 
that its contributions take into account normal forfeitures . Adjustments 
for possible future abnormal forfeitures shall lie effected according to 
the following rules: 

(i) abnormal forfeitures that are foreseeable 
and which can be currently evaluated with 
reas on abl e accuracy, by actuarial or other 
sound computation, shall be reflected by an 
adjustment of current costs otherwise 
allowable; and 

(ii) abnormal forfeitures, not within (0 
>' above, may be made the sub ject of Agreement 

, between the Gov e rn ment end the contractor 

either as to an equl table adjustment or a 
method of determining such adjustment. 

(^0 In. dete rmining whether deferred compensation is for 
services rendered during the contract period or is for future services, 
consideration shall be given to conditions Imposed upon eventual payment, 
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suchas, requirements of continued employment, consultation after 
retirement, and covenants not to compete. 

(s) Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addi tion to 
regular wages and salaries. Costs of fringe benefits, such as pay for 

I 

vacations, holidays, sick leave, military leave, employee Ins ur anc e 
supplemental employment benefit plans are allowable to the extent required by 
law, employer-employee agreement, or an established p oli cy of the 
contractor. 

(k) Severance Pay. See ASER 15-205. 39. 

(i) Braining and Education Expenses. See ASER iq-PQq.lt^. 

15-205.7 Contingencies . 

(a) A contingency is a possible future event or condition 
arising from presently known or unknown causes, the outcome of which is 
in d e terminable at a present t ime # 

(b) In historical costing, contingencies are not normally 
present since such costing deals with costs which have been incurred 
recorded on the contractor’s books. Accordingly, contingencies are gen- 
erally 'unallowable for historical costing purposes. However, in s ome 
cases > as for example, terminations , a contingency factor may be 
recognized which is applicable to a past period to give recognition 
to minor unsettled factors In the Interest of expeditious sett lement , 

(c) la counection with estimates of future costs, contin- 
gencies fall into two categories j 

(i) those which may arise from presently known and 
existing conditions, the effects of which are 


- 20 - 


DRAFT 

12 May 1959 

foreseeable 'within reasonable limits of accuracy; 
e.g. > anticipated costs of rejects and defective 
work; In such situations where they exist , con- 
tingencies of this category are to be included 
in the estimates of future cost so as to provide 
the best estimate of performance costs, 

(ii) those which may arise from presently known or 
unknown conditions, the effect of which c anno t 
be measured a® precisely as to provide equitable 
results to the contractor and to the Government; 
e.g. , results of pending litigation, and other 
general business risks*. Contingencies of this 
category are to be excluded from cost .estimates 
under the several items of cost, but should be 
disclosed separately, including the basis upon 
whi c h , the contingency is computed in order to 
facilitate the negotiation of appropriate 
contractual coverage (see, for example, ASPR 
15-205.16, 15-205.20, and 15-205.39). 
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15-205*8 Con.trlbirtrf.ong and Donations * Contributions and donations are 
unallocable* 

15-205*9 Depreciation * 

(a) Depreciation is a charge to current operations vhlch distributes 
tha cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical Banner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in tha particular contractor * s 
operations as distinguished from physical life* 

(b) Bonsai depreciation on a contractor ' s ,plant, equipment, anti 
other capital facilities is an al l ovable element of contract cost; provided 
that the amount thereof is computed: 

(i) upon the property cost basis used by the contractor far 
Federal income tax purposes (see Section l$7'of the 
Internal Revenue Code of 1954); or 
(n ) iu the case of. nonprofit or tax-exempt w g»n4 

i&°n a property cost basis ufaieh could have been used 
by the contractor for Federal income tax purposes, 
such organizations been subject to the payment of 
income tax; and in either case 
(^) "fcfce consistent application to the assets concerned 
of any generally accepted accounting method, and subject 
to the limitations of the Internal Rev enue Code of 1954, 
as amended, •TrwO __ 

(A) the straight line method; 

(B) the declining balance method, using a rate not 
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exceeding twice the rate which would have been 
used had the annual Allowance been computed under 


the aethod describe^ in , (A) ebore; 

(C) the sun of the years-digita aethod; and 
( 0 ) any other consistent, method productive of an annual 
allowance which*, when added to all allowances far 
the period commaTiciag. with the use of the p rope r t y 
and i n cl u ding the current year* does not* during the 
first two-thirds of the useful life of the property* 
exceed the total of such allowances which would have 
been used had snch allowances been computed under the 
aethod described in (B) above* 

(«) Depreciation 'should usually be allocated to the contract and r 
other work as an indirect cost* Bae amount of depreciation allowed in any 


accounting period nay* consistent with the basic objectives set forth in (a) 
above* vary with volume of production or use of anlti-shlft operations* 

(d) In the case of emergency facilities covered by certificates 
of necessity, a contractor nay elect to use normal depreciation without 
requesting a determination of "true depreciation 1 ? or may elect to use either 
normali or "true depreciation" after a determination of "true depreciation" has 
* eea by an Emergency Facilities Depreciation Board* The method elected 

/H'- ■' ‘ % " • ,i "' k " ‘ 

®*st be followed consistently throughout the .life of the emergency facility* 
Hhere an election is made to use normal depreciation* the amount thereof for 


both the emergency period and the post-emergency period «h»n be computed in 


accordance with (b) above* Where an election is made to use "true depreciation—^ 

the amount allowable as depreciation: ■ • , 
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(l) with respect to the emergency period (5 years), g>mn be 
computed In accordance vLth the determination of the 
Emergency Faculties Depreciation Board; provided no 
allosance_ls made which would duplicate the factors 
constituting "true depreciation" and 
(11) after the end of the emergency period, shall he computed hy 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(hut see (e) below); provided the reasoning undepreciated 
portion of such cost shall sot any amount of un- 

recovered "true depreciation* " 

(e) Depreciation on idle or excess facilities, shall not he allowed 
except on such facilities as are reasonably necessary for standby purposes, 

(f) Ho depredation, rental, or use charge Hha11 be allowed on the 
contractor's assets which have been fully depreciated when a substantial portion 
of such depredation was on a bads that represented. In effect, a recovery 
thereof as a charge agdnst Governm en t contracts cur subcontracts. Otherwise, a 
re a s onable use charge may be agreed upon and allowed* (But see ASPR 15-107.) 

In deteraddng this charge, eendderatlon should be given to cost, total 
estimated useful l if e at time of negotiation, and effect of any increased 
mdatenanee charges or decreased effldeney due to age. 

15-205.10 Baployee Marale, Health, and Welfare Costs and. Credits . 

Reasonable costs of health and welfare' activities, such as house publications, 

health or flrst-dd elides, recreational activities, and employee co unseling 

services, incurred, in accordance with the contractor 's established practice 
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or eustonln the industry car area, for the lnrpr ov enen t of wcr hl ng conditions 
employer-enployee relations, employee morale, and employee perfo rma nce, are 
allowable. Income generated from any of these activities shall he credited 
to the costs thereof unless such income has been irrevocably set over to 
employee welfare organizations. 

15-205.11 Entertainment Costs . Costs of amusement, diversion, social 
activities and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (hut see ASPE 
15-205.10 and 15-205.42). 

15-205.12 Excess EhctVtty Costs. Costs of maintaining, ^repairing, a«s 
housing idle and excess contractor-owned facilities, except those reasonably 
necessary for standby purposes, are unallowable# Any costs of excess plant 
ca p a ci ty reserved for defense mobilization production ch are to he paid 
for by the Government should he the subject of a separate contract. 

15-205.13 Fines and Penalties . Costs resulting firom violations of, or 
failure of the contractor to comply with. Federal, State, and laws and 

regulations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or Instructions in writing from 
the contracting officer. 

15-205.14 Food Service and Dormitory Costs and Credits. Food and 
dormitory services Include operating or furnishing facilities for cafeterias, 
dining roans, canteens, lunch wagons, vending machines, living accomodations 
or s im i lar types of services for the contractor’s emplo yee s at or near the 
contractors *s facilities. Reasonable losses firom the operation of such 
services are allowable if they are allocated to all activities served. Profi 
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(except, profits Irrevocably set over to an employee welfare organization of 
the contractor in amounts r eas o n a bl y useful for the benefit of the employees ' 
at the site or sites of contract perfo r mance) accruing to the contractor from 
the operation of these services, -whether operated by the contractor or by a 
concessionaire, shall be treated as a credit, and allocated to all activities 
served* 

Fringe Benefits * (Bee ASPR 15-205.6(g)) 

15-205*16 Insurance and Indemnification* 

(a) Insurance i n clud e s (l) insurance -which the contractor is 
required to carry, or -which Is a pproved, under the terms of the contract, and 
(ll) any other insurance which the contractor in connection with the 

general conduct of his business* 

(1) Costs of Insurance required or a ppro v ed, and maintained, 
pursuant to the contract, are allowable* 

(2) Costs of other Insurance maintained by the contractor In 
connection with the general conduct of his business are allowable subject to 
the following limitations: 

(l) types and extent of coverage shall be in accordance 
with sound business practice and the rates and 
prexnlxoDS shall rcssozi&blo tutelar ths n 1 xc TfflstMcs fl} 
(ii) costs allowed for business Int errupt ion or other 

siMlar Insurance 1 be limited to coverage 

of pr o f i t; 

(ill) costs of Insurance or of any provision for a reserve 

covering the risk of loss or of damsge to Go vemm ant 

property are allowable only to the extent that the 
- 26 - 
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contractor Is llaMa for such loss or damage and 
such insurance or reserve does not cove r loss or 
damage which results from willful misconduct or 


lack of good, faith on the part of any of the 
contractor's directors or officers, or other 
equivalent representatives, who has supervision 
or direction of (A) all or substantially all of 


the contractor's business, or (B) all or sub- 
* 

stantiaUy all of the contractor's operations 
at any one plant or separate location in which 
the contract is being perfor m ed, or (c) a separate 
and co mp l e te major industrial operation in con- ; 
section with the p e rform ance of the contract* 

(iv) provisions for a reserve under an ap p rov ed self- 
insurance program are allowable to the extent that 


the types of coverage, extent of coverage, nri<3 the 
rates and premiums would have been allowed has 
insurance been purchased to cover the risks; aaA 
costs of insurance on the lives of officers, 
partners, or proprietors are allowable to the 
extent that the insurance represents addi tio nal 
compensation (see ASER 15-205*6). 

(3) Actual losses which could have been covere d by permissible 


insurance (through an app r oved self-insurance program or otherwise) are unal- 
lowable unless expressly provided for in the contract, except: 


- 27 - 


IRAFT 

12 Ifey 1959 

(l) costs incurred ‘because of losses not covered under 
nominal deductible Insurance coverage provided in 
keeping with sound business practice, are allowable; 
and 

(11) minor losses not covered by insurance, such as spoilage, 
breakage, and dis ap p eara nce of small band tools, which 
occur in the ordinary course of doing business, are 
allowable* 

(b) Indemnification includes securing the contractor against liabili- 
ties to third persons and other losses, not coapensated by Insurance or otherwise* 
She Government is obligated to indemnify the contractor only to the extent oT - 
presaly provided for in the contract, except as provided in (a)(3) above* 

15-205 « 17 Interest and Other Financial Costs* Interest (however repre- 
sented), bond discounts, costs of tivaacing re financing le ga l 

and professional fees paid in connection vith the prep a ration of prospectuses, 
costs of preparation and Issuance of stock rights, costs related thereto, 

0 x 9 u na l lo wable except for interest assessed by State or taxing author- 

ities under the conditions set forth in A SPR 15-205*41. (But see ASPR 15-205.24.) 

15— 205.18 L ab or R ela tions Costs . Costs Incurred in maintaining satisfactory 
relations between the contractor and its employees. Including costs of shop 
stewards, labor mans g ems nt conmdttees, esployec publications, <>yu ^ other 
related activities, ere allowable* 

15—205.19 l£sses_on_O^CT_Contracts. An excess of costa over Income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other co nt r a ct is of a supply, research 
development, or other nature, is unallowable* 
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15-205*20 Maintenance and Repair Costs * 

(a) Costs necessary for the upkeep of property (including Gove rnment 
property unless otherwise provided tor), which neither add to the permanent 
value of the property nor appreciably prolong its intended life> hut keep it 
in an efficient operating condition, are to he treated as follows (hut see 
ASBR 15-205*9): 

(i) normal maintenance and repair eosts are allowable; 

(ii) extraordinary maintenance and repair costs are allow a bl e , 
provided such are alloc a t ed to the periods to which appli- 
cable for purposes of determining contract costs. (But 
see ASBR 15-107.) 

(b) Expenditures for plant and equipment, including rehabilitation 
thereof, which, according to generally accepted accounting principles as applied 
under the contractor^ est a bl ished policy, should he capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

15-20j>.21 Manufac turing and Produc tion Eng ineering Costs. Costs of 
facturing and production engineering, including engineering activities in con- 
nection with the following, are allowable: 

M current manufacturing processes stash as motion and time 

methods analysis, Joh analysis, and tool de sign and 
improvement; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes of 
s imp l if ying production. 

15-205.22 Material Costs . 

(a) Material costs i nc l u d e the costs of such items as - raw materials , 
parts, subassemblies, components, and manufacturing supplies, whether purchased 
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outside or manufactured by the contractor , and nay include suck collat eral l+^~~'' 
as inbound, transportation and lntranslt insurance* In confuting naterial costs 
consideration will be given to reasonable ov errun s, spoilage, or def ective work 
(concerning correction of defective work, see the provisions of the contract 
relating to inspection and c o rre ct ion of defective work)* These costs are 
allowable subject, however, to the provisions of (b) through (e) below. 

(b) Costs of material shall be suitably adjusted for applic able 
portions of income and other credits, including available trade discounts, 
refu n d s , rebates, allowances, and cash discounts, and credits for scrap and 
salvage and material returned to vendors. Such income and other credits «*»«n 

* t 

either be credited directly to the cost of the material involved or be allocated 
(as credits) to indirect costs* However, where the contractor demonstrate 
that failure to ta ke cash discounts was due to reasonable circumstances, such 
lost discounts need not be so credited. 

(c) Reasonable adjustments arising from differences between periodic 
physical inventories and book inventories may be included in arriving at costs, 
provided such adjustments relate to the period of per f o rm ance of the contract* 

(d) When the materials are purchased specifically for an identifiable 
solely with performance und e r a contract, the actual purchase cost thereof 

be charged to the contract* If material is issued from stores, any generally 

\ • . 

recognised method of pricing such material is acceptable if that method is con- 

% 

sistently applied and the results are equitable* When estimates of 

costs to be Incurred in the future are required, either current market price or 

anticipated acquisition cost may be used, but the basis of pricing must be 

disclosed* 
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(«) Charges for materials, services, and. supplies sold or transferred 
between plants, divisions or organizations, under a cosmon control, or dinarily 
shall be allowable to the extent of the lower of cost to the transferor or current 
market price. However, a departure from this basis Is permissible where (i) the 
Item Is regularly manufactured and sold by the contractor through coamerclal 
channels and (11) It la the contractor's long-established practice to price 
Inter-organization transfers at other than cost for comnarclal work; provided 
that the charge to the contract la not In excess of the transferor's sales 
price to its moat favored customer for the same item In like quantity, or the 
current market price, whichever Is lower. 

15-205.23 Organization Costs ,. Expenditures, such as Incorporation fees, 
attorneys* fees, accountants' fees, brokers' fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (11) raising capital, are unallowable. 

15-205.24 Other Business Expenses , included in this Item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership 
of securities issued by the contractor, cost of day * t meeti ng s, tv * !**” 1 

yroxj solicitations, preparation and publication of reports to shareholders, 
preparation and submission of required reports and forms to »r>s other 

regulatory bodies; and Incidental eosts of directors and committee meetings, 
the above and si milar costs are allowable when allocated on an equitable basis. 

15-205*25 Overtime, Ex L a-Pay Shift and MUlti- Shift Premiums 

for overtime, extra-pay shifts, and multi- shift work are allowable to the 
extent approved pursuant to ASS 12-102.4, or permitted pursuant to ASER 
12-102.5. 
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15-205*26 Patent tests* Costs of preparing disclosures, re port s, 
other documents required by the contract and of searching the art to the extern; 
necessary to make such invention disclosures, are allowable. In accordance with 
the clauses of the contract relating to patents, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent application 
where title la conveyed to the Government, are allowable. (See ASPS 15-205.36). 

15-205.27 Pension Plans . See ASPS 15-205.6. 

15-205.28 Plant Protection Costa. Costs of Items such as (l) wages. 


uniforms, and equipment of personnel engaged In plant protection, (ll) 
depredation on plant protection capital assets, and (ill) necessary ex pense s 
to comply with military security requirements, are aliowable. 

15-205.29 Plant Recower slon Costs. Plant reconversion costs are those 
Incurred In the restoration or rehabilitation of the contractors facilities 
to approximately the flame condition existing Immediately prior to the c omment 
' meat of the military contract work, fair wear and tear excepted. Reconversion 
costs are una llowable except for the cost of removing Gove rnm ent property and 
the restoration or re ha b ili tation costs caused by such removal. However, in 
spedal circumstances where equity so dictates, additional costs amy be allowed 
to the extent agreed upon before the costs are Incurred. Whenever such costs are 
given Consideration, earn should be exercised to avoid duplication through allow*. 

5 ' 

aneo as contlngendes, as additional profit or fee, or in other contracts. 

15-205. 3Q Precon tract Costs# Precontract costs are those Incurred prior to 
the effective date of the contract directly pursuant to the negotiation and In 
anticipation of the award, cf the contract where sueh incurrence is necessary 
to cosply with the proposed contract delivery schedule. Sueh costs are allo w- 
able to the extent that they would have been allowable If incurred after the 

date of the contract. (But see ASPS 15-107.) 
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(a) Costs of professional services rendered by the members of a 
particular profession she are not employees of the contractor are allowable, 
subject to (b) and (c) belong uhen reasonable In relation to the services 
rendered and shea not contingent upon re c o v e r y of the costs from the Go v er nm ent 
(but see ASPH 15-205.23*) 

(b) Factors to be considered In determLnlzg the allouubllity of costs 
In a particular case Include: 

(l) the past pattern of such costs, particularly In the years 
prior to the auard of Govern m ent contracts; 

(ll) the Impact of Government contracts on the co nt r a ctor's 
business (l.e*, ufaat nav problems have arisen); 

(ill) the nature and scope of managerial services expected of 
the contractor 1 s own organizations; and 
(It) whet her the proportion of Gov e rnment uorlc to the con* 
tractor's total business is sash as to influence the 
contractor la favor of Incurring the cost, particularly 
uhere the services rendered are not of a continuing 
nature and have little relationship to v c xric under 

T - ' > , ' ‘ 

Government contracts. 

Re t a i ner fees to be a ll o u a hla most be reasonably supported by evidence of bona 
fide seryicaa+nwd 3 able or rendered* 

(c ) Costs of le g a l , accounting, and consulting services, *nA r elated 
costa. Incurred In connection ultk organization ea& reorganization, of 

anti-trust suits, and the prosecution of claims against the Government, are 

unallowable* Costs of legal, accounting, and consulting services, related 
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cost s, incurred-ia connection with patent infringement litigation, are unal""" 
able unless otherwise provided for In the contract* 

15-205*32 Profits and Losses on Disposition of Plant* Equipment* or 
Capital Assets * Profits or losses of a ay nature arising from the sale or 
exchange of plant, equipment, or other ftqital assets, aa l e or 

exchange of either short or long term Inve s tments, shall 'he excluded in 
computing contract costs (hub see ASPR 15-205 *9 (h) as to basis for depreciation)* 
15-205*33 Recruiting Costs* Costs of "help -wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an 
labor farce, costs of operating an aptitude and educational testing program, 
travel costs of emp loyees -while engaged In recruiting personnel, travel 
costs of applicants for Interviews for prospective employment are allo wable, t 
Vhere the contractor uses employment agencies, costs not in exeess of standard 
commercial rates for such services are also allowable* Costs of special ^hex 
fits or emoluments offered to prospective employees beyond the standard prac- 
tlces In the Indu stry are unallowable* 

15-205 » Rental Costs (including Sale and Leaseback of Facilities) . 

(a) Rental costs of land, building, and equipment and other 
personal property are allowable If the rates are reasonable in light of such 
factors as rental costs of comparable facilities and market conditions In 
the area* the type, life expectancy, condition, and value of the facilities 
■ k 81 * * *^* options available, and other provisions of the -rental agreement. 
Application of these factors, in situations where rentals are extensively 
used, may Involve among other considerations, comparison of rental costs with 
the amount which the contractor would have received had It owned the facili ties. 


\ 
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(l>) Charges la the nature of rent between slants, divisions, or 
organizations under common control are allowable to the extent such char ges 
do not exceed the normal costs of ‘ownership, such as depreciation, taxes, 
insurance, and maintenance; provided that no part of such costs gh*n dup li ca te 
any other allowed costs* 

(o) Unless otherwise specifically provided In the contract, rental 
costa specified In sale and leaseback agreements. Incurred by contractors 
through selling plant facilities to Investment organizations, s uch as 
insurance companies, or to private Investors, and concurrently leasin g 
the warns facilities, are allowable only to the extent that such rentals do 
not exceed the amount wh i ch the contractor would have received had It retained 
legal title to the facilities* 

• 15-205 » 35 Be6earch and Development Costs * 

(a) Basle research, far the purpose of this Part 2, is that type 
of research which Is directed toward Increase of knowledge In science* In such 
research, the primary aim of the investigator is a fuller Taa sledgs or under- 
standing of the subject under study, rather than any practical application 
thereof. Applied research, far the purpose of this Part 2, consists of that 
type of effort which (i) normally follows basle research, but may not be 
severable from the related basic research, (ll) represents efforts to determLm 
and expand the potentialities of nev scientific discoveries or lsgrovements In 
technology, materials, processes, -methods, devices, and techniques, and (ill) 
represents efforts to "advance the state of the art." Applied research does 
not Include any such efforts when their principal aim Is the desig n, develo pment , 
or test of specific articles or services to be offered for sale, which are within 
the definition of the term development as hereinafter provided* 
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00 Development is the systematic use of scientific kno wledge 
shich is directed toward the production of, or Improvements in, useful pro duc ts 
to meet specific performance requirements, hut exclusive of muntfacturing and 
production engineering. 

(c) A contractor's independent research and development is that 
research and development which is not sponsored hy a contract, grant, or 
other arrangement. 

(d) A contractor's costs of independent research as defined in 

(a) and (c) shove shal T he allowable as indirect costs (subject to paragraph 
(h) halos), provided they are allocated to all work of the contractor). 

(®) Costs of contractor's independent development, as defined in 

(b) and (e) above (subject to (h) halos), are allowable to the extent that 
such development is related to the product lines for which the Oovenmmnt 
has contracts, provided the costs are reasonable in amount and are *2 1 seated 
as indirect costs to all work of the contractor on such contract pr odu ct lines. 
In cases where a contractor's normal course of business does not involve pro- 
duction work, the cost of independent development is allowable to the extent 

that such development is related and allocated as an indirect cost to the field 

«* 

of effort of Government research and development contracts. 

> (?) Independent research and development costs shall an 

} i * 

amount far the absorption of th eir a ppropr i ate share of ixdireet sad admlnis- 
costs, unless the contractor, in accordance with its accounting 
practices consistently applied, treats such costs otherwise. 

(g) Research and development costs (including amounts capitalized), 

1 

regardless of their nature, w hich were incurred in accounting periods prior to 
th® award of a particular contract, are unallowable except wher e allowable as 
precontract costs (see ASPR 15-205.30). 
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00 The reasonableness of expenditures for independent research 
and development should he determined in light of all pertinent consideration 
such as previous contractor research and development activity, cost of past 
programs and changes in science and technology* Such expenditures sh ou ld he 
pursuant to a hroad planned program, which is reasonable in scope and well 
managed. Such expenditures (especially for development) should he scrutinized 
with great care in connection with contractors whose work is predominantly or 
substantially with the Government. Advance agreements as described in 
ASPS 15-107 are particularly important in this situation. In recognition 
that cost sharing of the contractor's independent research and development 
program may provide motivation for more efficient accomplishment of such 
program, it is desirable in some cases that the Gover nm ent hear less than an 
allocable share of the total cost of the program, under these circumstances, 
the following are among the approaches wfai eh may he used as the basis for 
agreement: (i) review of the contractor's proposed independent research and 

darelopment program and agreement to accept the allocable costs of specific 
projects; (ii) agreement on a maximum dollar limitation of eosts, an 
portion of which will be accepted by the Government;, (ill) an agreement to 
accept the allocable share of a percentage of the contractor's planned research 
and development program. 

15 - 205.36 Royalties and Other Costs for Use of Patents . 

(m) Royalties on a patent or amortization of the cost of acquiring 
^ P u r^ , hasa a patent or rights thereto, necessary for the proper performance 
of the contract and applicable to contract products or processes, are allowable 


unless: 
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(i) the Government has a license or the right to free use 
of the patent; 

(11) the patent has been adjudicated to he Invalid, or has 
been administratively determined to be Invalid; 

(111) the patent Is considered to be unenforceable; or 

(iv) the patent Is expired. 

(b) Special care s h ould be exercised In determining reasonableness 
*here the royalties may have been arrived at as a result of less than ana's 
length bargaining; e.g.: 

(i) royalties paid to persons. Including corporations, 
affiliated vlth the contractor; 

(11 ) royalties paid to unafft Hated parties. Including 
corporations, under an agreement entered Into in 
contemplation that a Government co n tr a ct -would be 
awarded; or 

(ill) royalties paid u n d er an agreement entered into after 
the award of the contract. 

(c) In any case involving a patent formerly owned by the contractor, 
the amount of royal-ty allowed should not exceed the cost which would have been 
allowed had the contractor retained title thereto. 

(d) See ASPR 15-107, regarding advance unders tandings . 

15-205.37 Selling Costs . 

(a) Selling costs arise in the marketing of the contractor’s pr odu cts 
and include costs of sales promotion, negotiation, liaison between Government 
representatives and contractor’s personnel, and other related activities. 
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Cb) Selling costs are allowable to the extent they are reasonable 
and are allocable to Governme n t business (but see ASPE 15-107 and 15-205 .1). 
Allocahillty of selling costs will, be determined in the light of reasonable 
benefit to the Go ve rnme n t arising from such activities as technical, consulting, 
demonstration, and other services which are for purposes such as application 
or adaptation of the contractor's products to Government use. 

(c) [notwithstanding (b) above, salesmen's or agents' compensation, 
fees, commissions, percentages, or brokerage fees, which are contingent upon 
the award of contracts, are allowable only shea paid to bona fide employees 
or bona fide established commercial or selling agencies maintained by the 
contractor for the pu rpose of securing business. 

15 - 205 . 38 Service and MarrantyaCosts . Such costa Include those arising 
Area fulfillment of any co n tractual obligation of a contractor to provide 
services, such as Installation, training, correcting defects in the products, 
replacing defective parts, making refunds In the case of Inadequate performance, 
etc. When not Inconsistent with the terms of the contract, such service and 
warranty costs are allowable. However, care should be exercised to avoid 
duplication of the allowance as an element of both estimated product cost 
and risk. 

15-205 . 39 Severance Pay. 

(a) ; Severance pay, also commonly re f erred to as dismissal wages, 
is a payment In addition to regular salaries and wages, by contractors to 
workers whose employment Is being terminated. Costs of severance pay are 
allowable only to the extent that, in each case. It Is required by (l) law, 

( 11 ) employer-employee agreement, (ill) established policy that constitutes, 

1 & effect, an Implied agreement on the contractor's part, or (lv) circumstances 
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of the particular employment. f 

'x'dl wf '.'v jvx'M, /*• < 

(h) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall he 

7^ . : -s'i 5. a:,” . X d £.;S,r. . i;. :~;X. ; y~? - .. " 

allocated to all wort performed in the contractor’s 
plant ; or, where the contractor provides for accrual 
of pay for normal severances such method will he 

:t **/;.’* -0: • ZSt&ti: ' .... ' / ■ 4 ft,, < '^r 

acceptable if the amount of the accrual is reasonable 

It m> V " v ia ,. «... . -. v, ;& . XaoilX 

In light of payments actually made for normal 

. ~e ! ',-3 , -•*»£,; ‘v.a* ' ■■ 

severances aver a representative past period, and if 

* *£"• .v; /> ■'■. v .; ;; , iXi'jr '• St- : "7 r '* ' 

amounts accrued are allocated to all work performed 
in the contractor’s plant; and 

(ii) abnormal car mass severance pay is of such a conjectural 

: ; aox .* " . ..•*.» t-tx / 

nature that measurement of cost by Twmn of an accrual 

.... - it-ZJsi- xir:- , . I > .’'.V:!:,.*' , . ‘li. 

will not achieve equity to both parties. Thus accruals 

i. '.v 1 ' ' : 'J ? V ^ : V3‘d ;,| T. ...UXXla: ; ... '■ 

for this purpose are not allowable. However, the 

: a:;-': .X . V. * J % .. ;; ,i »*vV 

Government recognizes its obligation to participate, 

; • • x . ; ad ■ da :w: : , ' . &X; , l Ui * :,i- X ■ 

to the extent of its fair share, in any specific 

- • : .f , ddc,:,;, *'.X- . -v ? *.WIU/K‘'-:.,'. ,T. S„,. f ■' 

payment. Thus, allowability will be considered on a 
case-by-case basis in the event of occurrence. 

15-205.^0 Special Tooling Costs. The term "special too ling ” means 

i /*jii at ht'T^ten' ■•&*. - J.-' •• ^ , . 

all jigs, dies, fixtures, molds, patterns, special taps, special gauges, 

v- , .J’sa . : X” sjpjBp’ ' ^ •:-' y0.d:l^ : -s si 

special test equipment, other special equipment and manufacturing aids, 

;,:j v . : k Zr o r .:JX ;<* :.hx :'i A . fe ■■ v .. v* 

and re p la ce ments thereof, acquired or manufactured by the contractor for 

; , ■ itfr* ; ? ' ", 1 Alii;. J ' =• : ' ' ifd ''' Si ..I .1 X ‘ v ' ‘ ■ 1 ' ’’ " 

use in. the performance of a contract, which are of such a specialized 

: x’jxr r- n? =,1.K} . ?a«i. -• yr ; ■> ; 

nature that, without substantial modification or alteration, their use 

’t- a> •> rx<i- 'T, c .• t.rs : • . v 

is limited to the production of such supplies or parts thereof, or the 
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perfo rm a n c e of such services, as are peculiar to the needs of the Government. 
The tern, does not Include: (i) items of tooling or equi pmen t acquired by 
the contractor prior to the contract, or replacements thereof, whether 
-or not altered or adapted for use in the performance of the contract, 

(ii) c onsuma b l e s m a ll tools, or (iii) general or special machine tools, 
or s imi lar capital items. The cost of special tooling, when acquired 
for and its usefulness is limited to one or more Government contracts, 

1® allowable and shall he allocated to- the specific Government contract 
or contracts for which acquired. 

15-205.^1 Taxes . 

(a") Taxes are charges levied by Federal, State, or local go ve r n * 
msxts. They do not Include fines snd penalties except ' as otherwise provided 
herein. In general, taxes (including State and local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance 
with ge n erally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or 
refunding operations (see J5SER I 5 - 205 .I 7 ); 

(ill) taxes from which exemptions are available to the 

; contractor directly or available to the contractor 

based an an exemption afforded the Government except 
vhert the contracting officer determines that the 
adminis trative burden Incident to nh tAiw-twg 
exemption outweighs the corresponding benefits 
accruing to the Government; 
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(iv) special asses smarts an land which represent capital 
improv ements ♦ 

(b) Taxes otherwise allowable under (a) above, but upon which a 
claim of illegality or erroneous assessment exists, are allowable; provided 
that the contractor prior to payment of such taxes: 

(i) promptly requests instructions front the contracting 
officer concerning such, taxes; and 
(ii) takes all action directed by the contracting officer, 
including cooperation with and for the benefit of the 
Government to (A) determine the legality of such 
assessment or, (b) secure a refund of such- taxes. 
Reas on ab le costs of any such action undertaken by the contractor at the direc- 
tion or with the concurrence of the contracting officer are allowable. 

Interest and p en al t ies incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer or by reason of the 
failure of the contracting, officer to assure timely direction after prompt 
request therefor, are also allowable. 

(c) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
p en a lt ies which were allowed as contract costs, shall be credited or paid 


to the Government in the manner directed fry the Government, provided any 
interest actually paid of credited. to a contractor incident to a refund 
of tax, interest or penalty shall be paid or credited to the Gover nment only 
to the extent that such interest secured over the period during which the 
contractor had been reimbursed by the Government for the taxes, interest 
or penalties. / 
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15-205. A2 Trade. Busi ness. Technical and Prnf* fl fHnm>T Aetl^H+.y Coats 

(a) Member ships . .This category includes costs of memberships 
in trade, business, technical, and professional organizations. Such costs 
are allowable. 

(b) Subscriptions. This item includes cost of subscriptions to 
trade, business, professional, or technical periodicals. Such costs are 
allowable. 

(e) Maetlnya and Conferences. This item includes cost of meals, 
transportation, rental of facilities for meetings, and costs Incidental 
thereto, when the primary purpose of the. incurrence of such costs is the 
dissemination of technical information or stimulation of production. Such 
costs are allowable. 

15-205. A3 Training and jgducatlonal CogtSg 

(a) Costs of preparation and maintenance of a program of instruc- 
tion at noncollege level, designed to increase the vocational effectiveness 
of-bona fide employees, including training materials, textbooks, salaries or 
wagee : of trainees (excluding overtime compensation which might arise there- 
from), and 

(i) salariee of the director of training and staff when the 
• | tr ainin g program is conducted by the contractor; or 

(ii) tuition and fees when the training is In an 
institution not operated by the contractor t 

are allowable. 

(b) Costs of part-time education, at an under -graduate or 
post-graduate college level, related to the job requirements of bona fide 
employees, including only: 

(i) training materials; 

(ii) textbooks; 
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(ill) fees charged by the educational institution; 

' < . . * 

(iv) tuition charged by the educational institution, or 

in lieu of tuition, instructors' salaries and the 

related share of indirect cost of the educational 

institution to the extent that the sum thereof is 

not in excess of the tuition which would have 

been paid to the participating educational 

institution; and 

(v) straight-time compensation of each employee for 
time spent attending classes during working hours 
not in excess of 156 hours per year where circum- 
stances dp not permit the operation of classes or 
attendance at classes after regular working hours; 

are allowable. 

t ' * 

(c) Costs of tuition, fees, training materials textboo ks 
(but not subsistence, salary, or any other emoluments) in connection with 
fulltime scientific and engineering education at- a post-graduate (but not 
under-graduate) college level related to theKJob requirements of bona fide 
employees for a total period not to exceed one school year for each employee 
so •'tpadnsd , are allowable. In unusual cases where required by military 
technology, the period may be extended. 

- (d) Maintenance expense, and normal depreciation or fair rental, 

on facilities owned or leased by the contractor for training purposes 
are allowable to the extent set forth in AS PR 15-205.20, 15-205.9, and 
15-205.34, respectively. 

(a) Grants to educational or training institutions, 
the donation of facilities or other properties, scholarships or fellowships, 
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ari considered contributions and are allowable, -f ^ 

U . "2Qg,44 Tr^nsport^t^on Costa , Ifcanspprtation costs include freight, 
express, cartage, and postage charges relating either to goods purchased, 
in process, or delivered. These costs are allowable. When such costs can 
readily be identified with the items involved, they may be directly costed 
as transportation costs or added to the cost of such items (see (22) above). 
Where identification with the materials received cannot readily be made, 
inbound transportation costs may be charged to the appropriate indirect 
cost accounts if the contractor follows a consistent, equitable irocedure 
in this respect. Outbound freight, if reimbursable under the terms of the 
ooatraot, shall be treated as a direct cost. 

15-205. 45 Travel Costa . 

(a) Travel costs include costs of transportation, lodging, sub- 
sistence, and incidental expenses, incurred by contractor personnel in a 
travel status while on official company business. 

(b) Travel costs may be based upon- actual costs incurred, or 

on- a per diem or mileage basis in lieu of actual costs, or on a combination 

of the two, provided the method used does not result in an unreasonable 
charge.- 

. - (c) Travel costs incurred in the normal course of over-all 

administration of the business are allowable and shall be treated as in- 
direct-costs. 

(d) Ttavel costs directly attributable to specific contract 

performance are allowable and may be charged to the contract in accordance 
withvthe principle of direct costing (See ASPR 15-202). 

(e) Necessary, reasonable costs of family movements and personnel ^ 
movements; of a special or mass nature are allowable^ subject to allo cation 

-45- 



DRAFT 

12 May 1959 

on the baa Iff of work or time period benefited when appropriate. (But see 
ASFR 15-10TV) 
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Part 6- Guidelines for Application In the Negotiation 

and Administration of Fixed-Price Type Contracts 
and In the Negotiation of Termination Set tlemen ts 

15-600 Scope of Part , This Part provides guidance for the use of 

Farts 2, 3> and 4 -of this Section XV in. the evaluation of costs in pricing 

of negotiated fixed-price type contracts said subcontracts in those 

instances where such evaluation is required to establish prices for such 

contracts and (ii) in the negotiation of term in ation settlements. 

15-601 Definition of Fixed-Price Type Contracts* "Fixed-price type” 

contracts include, for purpose of this Part, the. following: 

(i) firm fixed-price contracts (ASH? 3-.403.1) 

(ii) fixed-price contracts with escalation (ASFR 3-403.2) 

(iiO fixed-price contracts providing for the redetermination 

of price (ASPR 3-403.3) 

Uv) fixed-price incenti ye contracts (ASER 3-403.4) 

(t) non- cast -reimbursable portion of time and materials 
contracts (ASH? 3-405.1) 

(vi) labor-hour contracts (ASER 3-405.2") 

15-602 Basic Considerations, (a) Ifitder fixed-price. type contracts, 
the negotiated price is the basis for payment to a contractor whereas 

allowable costs are the basis for reimbursement c og ’fc E f 

\ ' ; 

type contracts. Accord ingl y, the policies and procedures of ASH? Section HI 
Part 8, are governing and s hal l be followed in the negotiation of fixed-price 
type contracts. Cost said accounting data may provide guides for ascert aining 
fair compensation but are not rigid measures of it* Other types of data, 
criteria, or standards may furnish equally reliable guides to fair com- 
pensation. The ability to apply standards of bus! ness Judgment as dis t inct 
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from strict accounting principles is at the heart of a negotiated price 
orsett Lament. 

(V) Among the different types of fixed-price type contracts, 
the need for consideration of costs varies considerably as indicated 
belov: 

(l) Retrospective Pricing and Settlements. In negotiatin g 
fins fixed prices or settlements for work which has "been 
completed at the time of negotiation (e.g., final nego- 
tiations under fixed-price incentive contracts, redeter- 
mination of price after completion of the work, or 
negotiation of a settlement agreement under a contract 
terminated for the convenience of the tkTvexnment), the 
treatment of costs is a major factor in arriving at the 
f Bacwst t of the price - or settlement • However, even in 
these situations, the finally agreed price or settle- 
ment may represent something other than the sum total 
of acceptable costs plus profit, since the final price 
accepted lay each party does not necessarily reflect 
agreement on the evaluation of each element of cost, 

! "but rather a f i n a l resolution of all Issues in the 

negotiation process. 

Forward Pricing. Hue extent to which costs influence 
forward pricing varies greatly from case to case. In 
negotiations covering future work, actual costa cannot 
• te Imown and the importance of cost estimates rfop*TTflfl 
on the circumstances. The contracting officer must 
- 48 - 
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consider all the factors affecting the reasonableness 
of the total proposed price, such as the technical, 
production or financial risk assumed, the com plexit y 
of vork, the extent of competitive pricin g , wta the 
contractor's record for efficiency, economy a n d 
ingenuity, as veil as available cost estimates. He 
must be free to bargain for a total price vhich 
equitably distributes the risks between the contractor 
and the Government and provides incentives for efficiency 
and cost reduction. In negotiating such a price, it is 
not possible to identify the treatment of specific cost 
elements since the bargaining is on a total price basis. 
Unis, -while cost data is often a valuable aid> it will nf" - ^ 
control negotiation of prices for vork to be performed, or a 
target price under an Incentive contract. 

15-^03 Cost Principles and. Iheir Use, (a) When, pursuant to AHER 15-602, 
costs are to be considered in the negotiation of fixed-price type contracts, 
the appropriate Part of this Section X7 shall be used as a guide in the 

evaluation of cost data required to establish a fair and reasonable price in 

i ’ 

conjunct!®! withother pertinent considerations as set forth more fully in 
ASEH Section m r Part 8. 

(b) I*b retrospective pricing, vbenever an occasion arises in 
vhich acceptability of a specific item of cost becomes an issue, the 
appropriate part of this Section X7 vill serve as a guide for the contracting 
officer in his conduct of negotiations. 


t 



URJCFT 

* 1 2 May I959 

(c) In applying this Section XV to fixed-price contracts, 

contracting officers vUl: (i) not lie expected to negotiate agr eemen t 

on every individual element of cost; and (il) lie expected to use their 
Judgment as to the degree of detail in -which they consider the Individual 
element s of cost In arriving at their evaluation of total coat, -where such 
evaluation Is appropriate. However, the negotiation record should fully 
substantiate and Justify the to any negotiated price. 

(d) In order to penult the proper evaluation of cost data ‘ 
submitted hy contractors for use In negotiating prices. It msy he necessary 
to obtain "breakdowns or account analyses in respect to seme cost items 
particularly those whose tr ea t men t may- be dependent upon special circum- 
stances as stated in the principles. Contractors will be expected to be 
responsive to reasonable requests for data of this >■*■**- 
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PROPOSALS TO CONFORM ASFR 
SBCTIOIT TOI TO A5PR SECTION. X7 

Deletions : 

Table of Contents 

8-213 Coat Principles Applicable to the Settlement of Certain 
Terminated Research, and Development Contracts. 

8-302 Statement of Principles for Consideration of Costs* 

Part 2 

Pages 820, 821 

8-213-. - Cost Principles Applicable to the Settlement, of Certain 

Te r m in ated Research and Development Contracts* 

(To be replaced, by new material.) 

Part 3 

Pa^es 823 through 831 

8-302 Statement of Principles for Consideration of Costs. 

(To be replaced by reference to nev 8-213,) 

Additions : 

Table of Contents 

8*213 Cost Principles Applicable to the Settlement of Terminated 

V ■ ■ • ' • 

Contracts. • 

8-302 Cost Principles Applicabl e to the Settlement of Terminated 
Contracts . 
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Part 2 

8-213 Coat Principles Applicable to the Settlement of Term-tr^ted 
Contracts . In the consideration of costs incident to the. 
negotiation of termination settlements, the cost principles 
and procedures in the applicable Part of ASPR, Section XV, 
shall be used as a guide in conjunction with those set 
forth below: 

(i) Common Items . The cost of items reasonably usable 
on the contractor's other work shall not be con- 
sidered acceptable unless the contractor submits 
evidence that it could not retain such items at 
cost without sustaining a loss. In deciding 
whether such items are reasonably usable on other 
work of the contractor, the contracting officer 
should consider the contractor's plans and orders 
for current and scheduled production. Contempo- 
raneous purc h ases of common items by the contractor 
shall be regarded as evidence that such items are 
reasonably usable on the contractor’s other work. 
Any acceptance of common items as allocable to 
the terminated portion of the contract should be 
limited to the extent that the quantities of such 
items on hand , in transit, and on order are in ex- 
cess of the reasonable qupntitative requirements of 
other work. 
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(ii) Coats Qontinulng After Termina-h-frm . If in a par- 
ticular case, despite all reasonable efforts by 
the contractor, certain costs cannot be discon* 
tinued immediately after the effective date of 
te rmina tion, such costs sure generally acceptable 
within the limitations set forth in ASFR X7, and 
this paragraph 8-213, except that any such costs 
continuing after termination due to the negligent 
or wilful failure of the contractor shall be con- 
sidered unacceptable. 

(iii) Initial Costs, including starting load and pre- 
paratory costs, are generally acceptable. 

(A) Starting load costs are costs of a non- 
recurring nature arising in the esurly stages of pro- 
duction and not fully absorbed because of the termination. 
Such costs may include the cost of labor an d material, 
and related overhead attributable to such factors as (i) 
excessive spoilage resulting from inexperienced labor, 

(H) idle time and subnormal production occasioned by 
testing and c han ging methods of processing, (Hi) employee 
training, and ( 17 ) unfamiliarity or lack of experience with 
the product, materials, manufacturing processes and tech- 
niques. 

(B) Preparatory costs are costs incurred in pre- 
paring to perform the terminated contract, including costs 
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of initial plant rearrangement and alterations, manage- 
ment and personnel organization, production planning 
and similar activities, tut excluding special machinery 
and equipment and. starting load costs. 

(c) If initial costs are cl aimed and ha*ve not 
teen segregated on the contractor’s books, segregation 
for settlement purposes shall te made from cost reports 
and schedules 'which reflect the high. unit cost incurred 
during the early stages of the contract. 

(d) When the settlement proposal is on the in- 
ventory basis , initial costs should normally te allocated 
on the basis of total end items called for by the con- 
tract Imme diately prior to termination; however, if the 
contract includes end items of a diverse nature, some 
other equitable basis may be used, such as machin e or 
labor hours . 

(E) When initial costs are included in the 
settlem e n t proposal as a direct charge, such costs shall 
not also be included in overhead. 

(?} Initial costs attributable to only one con- 
tract ^ shall not be apportioned to other contracts. 

(iv), Loss of useful value of ^special tooling, special 
machinery and equipment is generally acceptable ; 
provided (a) such special tooling, machinery or 
equipment is not reasonably capable of use in the 
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other work of the contractor; (b) the Interest of 
the Government Is protected by transfer of title 
or by other means deemed appropriate by the contract- 
ing officer; and (c) the loss of useful value as to 
any one terminated contract is limited to that por- 
tlon of the acquisition cost which bears the same 
ratio to the total acquisition cost as the terminated 
portion of the contract bears to the entire ter- 
minated contract and other Government contracts for 
which the special tooling, special machinery and 
equipment was acquired. 

(v) Rental costs under unexpired leases are ge nerally 
acceptable Where clearly shown to have been reason- 
ably necessary for the performance of the terminated 
contract, less the residual value of such leases, if: 

(A) the a m o unt of such rental claimed does not 
exceed the reasonable use value of the property leased for 
the period of the contract and such further period as may 
be reasonable, and 

(B) the contractor makes all reasonable efforts 

to te rmin ate, assign, settle, or otherwise reduce the cost 
of such lease. 

There also may be included the cost of alterations 
of such leased property/,, provided such alterations 
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- wefe necessary for the performance of the contract, 

• and of reasonable restoration required by the pro- 
visions of the lease* 

(vi) Settlement expenses incl udin g the following are 
generally acceptable; 

(A) accounting,:. legal, clerical, and similar costs 
reasonably necessary for (i) the preparation and presenta- 
tion to contracting officers of settlement oi b^ttir and 
supporting data with respect to the terminated portion of 
the contract, and (H) the termination and settlement of 
subcontracts; and 

(B) reasonable costs for the storage, transporta- 
tion, protection, and dispobition of property acq uir ed 
or produced for the contract, 

(vii) Subcontractor claims. Incl uding the allocable por- 
ttion of claims which are common to the contract 

and to other work of the contractor are generally 
acceptable, • 
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Part 3 

8-302 Coat Principles Applicable to the Settlement of Terminated 
.Contracts * See ASEK 8-213. 

Reference Changes 

8 - 303 (a) Page 831 - line ^ change parenthetical reference 

8 - 302 (h) (27) to 8-213 <vi). 

/ 

8-30Mh)(iii) . Page 832 - line 3 change parenthetical reference 

8 - 302 ( 1 ) (13) to 8-213 ( iii) • 

8 - 503.5 Page 84l - line 5 change parenthetical reference 

8 -302a (l)(a)(ii) to 8-213 (i). 

8-701 Clause par(f) - Page 862 - line 3 change reference 8-302 to 

8-213. 

8-703 Clauae par (f) - Page 872 - line 3 change reference 8-302 to 

8 - 213 . 
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CONTRACT COST PRINCIPLES 


15-000 Scope of Section * This section contains cost principles and stand- 
to he applied in the determination of historical costs; the preparation 
and presentation of cost estimates by contractors; and the review, audit 
and evaluation of cost data in contract negotiation and administration.. 


Part 1 - Applicability 

15-101 Scope of Part . This Part prescribes the circumstances under which 
cost principles shall be used and the nature of that use in different 
situations in which costs, or an evaluation of costs, are a factor in the 
'negotiation and administration of negotiated contracts and subcontracts. 



15-101.1 Comprehensive Use . Part 2 is prescribed for use, generally, by 
contractors in providing pricing, repricing and teimination settlement 
proposals; by audit agencies in their advisory capacity of providing 
accounting information; and by contracting officers in the evaluation of 
cost information whenever such information becomes a factor in pricing 
or tei min ation settlements . Specifically, the nature of the use s hall be 
as follows: 


(a) General Uses . Part 2 shall be used (i) as the contractual 
basis for cost allowances in cost-reimbursement types of contracts 
( inclu d i n g cost-reimbursement type subcontracts thereunder and the cost- 
reimbursement portion of time and materials contracts); (li) as the con- 
tractual basis for the settlement, of terminated contracts when settlement 
is made by determination of the contracting officer purs uant to ASPR 
8-309; (iii) in the settlement of terminated cost-reimbursement contracts 
when the contractor elects to "voucher out" costs purs uant 
(iv) by prospective contractors and contractors in the submission of 
and price ana lyses in support of pricing, repricing, negotiated "Overhead 

and settlement proposals under termination; and (v|rS f 

reports. In connection with (i»), (ii) and (iii). Part 2 will be incorpo- 
rated by reference in the contracts in order that the principles may be 
made binding upon the Government and upon the contractor. 



(b) Use in Retrospective Pricing and Settlements . In arriving 
at fixed prices or settlements for work which has been completed or sub-^ ' 
stantially completed at the time of negotiation, as in final negotiations 
under fixed-price incentive contracts, redetermination of price after com- 
pletion of the work, negotiation of final negotiated overhead rates 
pursuant to ASPR, Part 7, Section III, or in negotiated settlements of 
contracts terminated for the convenience of the Government, Part 2 shall 
serve as the basis for the development and evaluation of cost data, and 
in any event for the resolution of questions of acceptability of costs. 

In such transactions, the treatment of costs is a major factor in arriving 
at the amount of the price or settlement. Negotiation is us ually lim i ted 
to that portion of the price or settlement amount which consists of the 
resolution of costs not specifically treated in the cost principles, dis- 
puted questions as to reasonableness of costs, settlement of anticipated 
close-out expenses and frequently profits. The f inally agreed price or. 


settlement represents Something more than the sum total of allowable costs y 
it reflectsja final resolution of all issues in the negotiation process * 

It must be recognized that, in negotiation of a price or settlement, the 
parties agree on a final price acceptable to each, which price does not 
necessarily reflect agreement on the evaluation of each element of cost 
thereof. 

(c) Use in Forward Pricing. To the extent that costs are a 
factor in forward pricing, these principles apply to the development and 
evaluation of cost data. The extent to which costs inf luence forward 
pricing varies greatly depending upon the circumstances of each negotiation. 
Thus, while Part 2 will be used to ev aluat e costMaEa^ it will not control 
the negotiation of prices for work to be perforated in the future, as in 
firm fixed-price negotiations, intermediate price revision negotiations 
covering, in whole or important part, work which is yet to be performed, 
or in target price negotiations under incentive contracts. In negotiations 
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The Government negotiator must-be aware~"oF all of the factors uhieh mi g h t 
have an effect on his judgment as to the reasonableness of the total pro- 
posed price, such as the technical, production or financial risk assumed, 
complexity of work, competitive pricing, contractor's record for efficiency, 
economy and ingenuity, as well as available cost estimates. However, in 
the negotiation, he must be free to bargain so that he arrive at a 
total price which equitably distributes the risks as between the contractor 
and the Government and provides incentives for efficiency end cost reductior^'”*"\ 
'In arriving at such a price through bargaining, it is not possible to 
identify the treatment of specific cost elements since the bargaining is on 
a total price basis . Such ^ prlc es. Tnay fte reached without discussion of cost 
factors and will not requirene^tiated~r$Solutx?n - 7Tf-^ue3tT0C3^oJ^£he 
acceptability of in d iv idual elements of costs. Nevertheless, when the 
question of acceptability becomes an issue. Part 2 will serve as a guide 
in the resolution of the issue. 

15-101.2 Definition of "Allowable" and "Allowed" In Relation to Negotia- 
tion of Prices, Termination Settlements and Overhead Rates . The words 
"allowable, ,r ‘'allowed/ and the like, used in Part 2, and as applicable 
to the negotiation of prices, termination settlements and overhead rates, 
mean that the cost principles contained herein will be considered by the 
contracting officer to the extent appropriate as a basis for the evalua- 
tion of the cost factor. It does not mean that the negotiation is to be 
undertaken and pricing is to be predicated upon mechanical rules or 
mathematical formulae. 

Part 2 - General Principles and Standards for Cost Consideration 

15-200 Scope of Part . This Part contains general principles for the 
evaluation or determination of cost in supply, service, and research and 
development contracts and subcontracts with commercial organizations. 
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15-201 Basic Considerations , 

15-201.1 Composition of Total Cost . Total cost includes the allowable 
direct and indirect costs allocable to the contract, incurred or to be 
incurred, less any allocable credits. 

-5-201.2 Definition of Allocable Cost . An allocable cost is one which is 
assignable or chargeable to a contract, product, product line, process, or 
class of customer or activity in accordance with the relative benefits 
generated or other basis of relationship. Thus, a cost allocable to a 
Government contract is one which: 

(a) was incurred specifically for the contract, 

(b) benefits both the contract and oi^erNjork^br Gover nmen t and 
other work and can be distributed to them in reasombTe proportion to the 
benefits received, or 


although 
be shown. 


(c) is necessary to the over-all operation of the business, 
a direct relationship to any particular product or process cannot 




, r— ” I ' 

vd) /does not involve,, transactions related to the capital of the 
business, or ]is not otherwis^excluded by this Section or other specific 
contractual provisions. 

• . . 

15-201.3 Factors Determining Allowability of Cost . Factors to be consid- 
ered in determining the allowability of individual items of cost -twoiiiriia 
w *ni ' * reasonableness, (ii) application of those generally accepted account ing 
^ IV principles and practices appropriate to the particular circumstance, (iii) 
exclusion of particular items of cost as a matter of public policy as spe- 
cifically set forth in this section, and (iv) significant deviations from 
the established practices of the contractor whiclr would substantially • , a 
Increase allowable cost. 

15-201. U Definition of Reasonableness . A cost is reasaonble if ,| by its 
nature or amount, it does not exceed that which would be incurred by an 
ord inar ily prudent person in the conduct of competitive business/ He nc e, 
the question of the reasonableness of specific costs must be scrutinized 
with particular care in connection with companies or separate divisions 
thereof which are doing the preponderance of their business with the 
Government and which, therefore, are not subject to competitive restraints, 
what is reasonable depends upon a variety of considerations and circum- 
stances involving both nature and amount of the cost in a specific case. 

In forming an opinion concerning the reasonableness of a given 
cost or expenditure, consideration should be given to: 
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(a) Whether the cost is of a type generally recognized as 
ordinary and necessary for the conduct of the business and the performance 
of the contract. 


(b) The restraints or requirements imposed by such factors as 
generally accepted sound business practices, aim’s length bargaining. 
Federal and state laws and regulations, and contract teims and specifica- 
tions. 

(c) The action that a prudent business man would take in the 
circumstances. This consideration should include his responsibilities to 
the owners of the business, to employees, customers, the Government, 

the public at large. 



15-201 . 5 Credits . Any income, rebate, allowance or other credit relating 
to any allowable cost earned or expected to be earned during the period of 
contract performance sh a l l be credited to the Government either as a cost 
reduction or by cash refund, as appropriate. 


15-202 Direct Costs . 

fa) direct costs are those incurred or to be incurred solely for 
the benefit of a s ing le cost objective. Costs incurred or to be incurred 
solely for the benefit of the contract are direct costs of the contract and 
are to be charged directly thereto. Costs incurred solely for the benefit 
of other work of the contractor are direct costs of that work and are not 
to be charged to the contract directly or through overhead allocation. / 

(b) This definition must be applied to all items of cost of 
significant amount regardless of the established accounting practices of 
the contractor unless the contractor demonstrates that the application of 
his current practice achieves substantially the same results. Direct cost 
items of minor amount may be distributed as indirect costs as provided in 
ASPR 15-203. 


(c) Classification of an item as a direct cost is not determined 
by its incorporation in the end product as material or labor. A direct 
cost is any cost incurred or to be incurred for a single cost objective; 
e.g.> contract or other work regardless of the nature of the item. 

y / 15-203 Indirect Costs . 

( a ) Indirect costs are those incurred or to be incurred for more 
than one cost objective and those minor direct cost items considered to be 
indirect costs for reasons of practicality. Thus, after direct costs have 
been determined and charged directly to the contract or other work as appro- 
priate, in d i rect costs remain to be allocated to the several classes of work. 

(b) Indirect costs shall be accumulated by logical cost groupings 
which are in turn distributed to the cost objectives. The groupings should 
be determined so as to permit a distribution weighted in accordance with the 
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reason, for Incurring the cost and the benefit accruing to the cost objec- 
tives to which distributed. Commonly, manufacturing overhead, selling 
expenses, and general and administrative expenses are separately grouped. 
Similarly, the particular case may require subdivisions of these groupings; 
e.g., buildi n g occupancy costs might be separable from those of personnel 
administration within the manufacturing expense group. The number and 
composition of the groupings is affected by practical considerations.. This 
principle is not to be applied so rigidly as to unduly complicate the allo- 
cation where substantially the same results are achieved through less 
precise methods. 

(c) The individual cost groupings shall be distributed to the 
several cost objectives. This necessitates the selection of a distribution 
base common to all cost objectives to which the grouping is to be allocated. 
The base should be so constructed as to weight the allocation of the group- 
ing to the cost objective in proportion to the reasons for incurring the 
costs and the benefits accuring. The principle for selection stated in 
this paragraph is not to be applied so rigidly as to unduly complicate the 
allocation where substantially the same results can be achieved through 
less precise methods. 

(d) The method of allocation of Indir ect costs must be based*. on 
the particular circumstances involved. The method sViaH be in accord with 
those generally accepted accounting principles as are applicable in the 
circumstances. The contractor's established practices, if in accord with 
these generally accepted accounting principles as are applicable in the 
circumstance, shall be acceptable. However, changed circumstances may 
require a reex amina tion of the methods used by the contractor, espec ially 
when: 


(i) any substantial difference occurs between the cost 
patterns of work under the contract and other work 
of the contractor; or 


(ii) any significant change occurs in the nature of the 
business , the extent of subcontracting, fixed asset 
improvement programs, the inventories, the volume of 
sales and production, manufacturing processes, the 
contractor's products, or other relevant circumstances. 

(e) The base period for allocation of indirect costs is the 
period during which such costs are incurred and accumulated for distribu- 
tion to work performed in that period. The base period s hall be repre- 
sentative of the period of contract performance and shall be sufficiently 
long to avoid inequities in the allocation of costs, but in no event 
longer than one year. 



15-20^.1 General . Applications of the above basic cost principles and 
standards to certain selected items of cost are set forth below. These 
applications govern, whether the particular item of cost is treated by 




- 5 - 


the contractor as direct cost or as indirect cost. The cost principles _ 
in Part 2 hereof do not cover every element of cost nor every situation / 
that might arise in a particular case* Failure to mention any item of cost 
in Part 2 is not intended to imply that it is either allowable or not allow- 
able. They will be accorded that treatment which by analogy approximates 
the philosophy reflected in Part 2. fuh covered elements which are signifi- 
cantly large in relation to the estimated cost of performance and which 
are not susceptible for treatment by analogy will be subject to recommenda- 
tion of higher authority^ 

15-20^.2 Listing of Costs, j/ __ 

(a) Advertising Costs . 

(l) Advertising costs include the cost of advertising m§dia 
and corollary administrative costs. Advertising, media include magazines, 
newspapers, radio and television programs, direct mail, trade papers, out- 
door advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature . The following advertising 
costs are allowable: 

$^(i) advertising in trade and technical journals, 

provided such advertising*" does not offer specific 
products or services for sale but is placed in 
journals which are valuable for the dissemination 
of technical information within the contractor's 
industry; and 

help-wanted advertising, as set forth in (gg) 
below, when considered in conjunction with all 
other recruitment costs; 






institutional advertising; i.e., advertising 
which does not offer specific products for sale, 
but which places the contractor's name before 
the public in order to maintain the contractor's 
well-being as a commercial entity. 

(2) In connection with this element, special care must be 
exercised in determining reasonableness. Reasonableness should be appraised 
in light of: 


(i) the pattern of past advertising programs; 


(ii) the presence or absence of competitive 
restraints ; 

(iii) the contractor's need for such advertising; 
i.e., since institutional advertising is designed 
primarily to maintain the contractor's veil-being 
as a commercial entity, contractors -whose prin- 
cipal customer .is the Government have relatively 
less need for' institutional advertising, and sub- 
stantial expenditures for this type of advertising 
by such contractors would be unreasonable. 


_ ^ (3) Except as provided in (iii) and (iv) above, all adver- 

tising which offers products for sale is unallowable. 

a, Bad Debts. Bad debts, including losses (whether actual or 

(A/^estimated) arising from uncollectible customers' accounts and other claims, 
O y related collection costs, and related legal costs are unallowable. 

C c ) Bidding Costs . Bid din g costs are the costs of preparing 
bids or proposals on potential Government and non -Government contracts or 
projects, including the development of engineering and cost data necessary 
to support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 

^ ing^nerioda event no blddln S costs of past account- 

X ^ P erdoda shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat 
bidding costs by some other recognized method. Regardless of the method 

used, the results obtained may be accepted only if found to be reasonable 
ana equitable. 


(d) Bonding Costs . 

(l) Bonding costs arise when the Government requires 
assurance against financial loss by reason of the act or default of the 
contractor. They arise also in instances where the contractor requires 

2? of contract. / Included 

and fidelity^ 8 Md ' P erfomance > Payment, advance payment, infringement 

, Costs of bonding required pursuant to the terms of the 

contract are allowable. 


_ . J (3) Costs of bonding required by the contractor in the 

general conduct of his business are allowable to the extent that such 
bonding is in accordance with sound business practice and the rates and 
premiums are reasonable under the circumstances. 


<r/ 
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(e) Civil Defense Costs. 


U 



(l) Civil defense costs are those incurred in planning for, 
and the protection of life and property against, the possible effects of 
enemy attach. Reasonable costs of civil defense measures (including costs 
in excess of normal plant protection costs, first-aid training and supplies, 
fire fighting training and equipment, posting of additional exit notices 
and directions, and other approved civil defense measures) undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities are allowable when allocated to all work of the con- 
tractor. 




(3) Contributions to local civil defense funds and to 
local civil defense projects are covered in (h). 

(f) Compensation for Personal Services . 


(l) Compensation for personal services Includes all 
remuneration paid or accrued, in whatever form and whether paid immediately 
r deferred, for services rendered by employees to the contractor during 
^ the period of contract performance. It Includes, but is not limited to, 
■O^salaries, wages, directors' and executive committee members' fees, bonuses, 
incentive awards, employee stock options, fringe benefits, and contributions 
to pension, annuity, stock-bonus and profit-sharing plans. Su bject to spe- 
j cificJ I imita tions set forth herein, such costs are allowable^tcT the extent 
{^S atthe f otal compe nsation of individual employees . in whatever form nald r 
s reasonabl e for the "services rendered. “ 



(2) Compensation is reasonable to the extent that the total 
amount paid or accrued, in whatever form, is commensurate with the contrac- 
tor's established policy which conforms generally to compensation paid by 
other contractors of the same size, in the same industry, or in the same 
geographic area for similar services. ' Compensation paid to owners of 
closely-held corporations, to partners and sole proprietors, to members of 
their iamediate families, or to persons who have a commitment to acquire 
a substantial financial interest in such enterprise, will be particularly 
scrutinized to determine whether the compensation is reasonable in amount 
and actually is for personal services rather than a distribution of profits. 
In addition, compensation expenses must be particularly scrutinized in 
light of the presence or absence of the restraints occurring in the conduct 
of competitive business. Compensation disallowed as a deductible expense 
for Federal income tax purposes, because it is unreasonable in amount, is 
not allowable. 


(3) Compensation for services rendered in lieu of salary 
to partners and sole proprietors will be allowed to the extent that it is 


C/. 
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reasonable and does not constitute a distribution of profits, even through 
such allowances are not deductible expenses for Federal income tax purposes 

(lv) In addition to the general requirements set forth in 
(l) through (3) above, the following apply to specific forms of compen- 
sation: 

Salaries and Wages * Includes gross compensa- 
tion paid to employees in the form of cash, 
products, or services, and may include payroll 
taxes, workmen's compensation insurance, and the 
cost of supplemental unemployment benefit plans. 
Deferred wages and salaries are allowable to the 
extent authorized in (v) below. 

Cash Bonuses and ~ Incentive Compensation . Cash 
bonuses to employees and Incentive compensation 
based on production, cost reduction, or efficient 
man agement or performance, suggestion awards, and 
safety awards, including compensation dependent 
upon or measured by profits, are allowable to the 
extent paid or accrued pursuant to an agreement 
entered into in good faith between the contrac- 
tor and the employees before theN services were 
rendered, or pursuant to an established plan 
consistently followed by the contractor which 
constitutes in effect an implicit agreement on 
the part of the contractor to make such payment. 
Deferred bonuses and incentive compensation are 
allowable to the extent authorized in (v) below. 

(iii) Bonuses and Incentive Compensation Paid in Stock . 
Bonus and incentive compensation, as def ined 'in 
(ii) above, paid in the stock of the contractor 
or of an affiliate, are allowable to the extent 
set forth in (ii) above (including the incorpo- 
ration of the principles of paragraph (v) for 
deferred bonuses and incentive compensation) , 
subject to the following additional requirements : 

(A) Valuation placed on the stock shall be the 
fair market value, detexmined upon the most 
objective basis available. 

(B) Accruals for stock prior to acquisition by 
the employees will be subject to adjustment 
according to the possibilities that the employees 
will not acquire such stock and that the accruals 
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will "be forfeited. Such costs otherwise allowable 
sure subject to adjustment according to the prin- / 
ciples set forth in (v)(p) and (v)(G) below. 

Stock Options . The cost of options to the em- 
ployees to purchase stock of the contractor or of 
an affiliate, whether restricted or unrestricted 
as defined by Section 421 of the Internal Revenue 
Code, s ha l l be allowed to the extent that the 
market value of the stock exceeds the option 
price at the date the option is granted. The 
current market value of the stock shall be deter- 
mined according to the criteria set forth in 
paragraph (iii) above. If the exercise of an 
option is conditioned upon future contingencies, 
the cost will be amortized rateably over the 
period commencing from the issuance of the option 
to the earliest date (other than death of the 
employee) when the contingencies can be fulfilled. 
Allowable costs for options that may not be 
exercised will be adjusted according to the . 
principles set forth in (v)(F) below. 


(v) Deferred Compensation . 


(A) As used herein, deferred compensation in- 
cludes all remuneration, in whatever form, for 
services currently rendered, for which the 
employee is not paid until after the completion 
of the year in which the services are rendered, 
except that it does not include normal end of 
accounting period accruals, nor stock options. 

It includes contributions to pension, annuity, 
stock bonus, and profit sharing plans qualified 
within the meaning of Section 401 of the Internal 
Revenue Code; contributions to such plans that 
’j^are not so qualified; and other deferred compen- 
{*vv sat ion, such as wages and salaries, bonuses and 
I incentive awards, whether paid in cash or in 
[ sto ck. Deferred retirement compensation may 
include disability, withdrawal, insurance or 
survivorship benefits. 


(B) Deferred compensation is allowable to the 
extent that it is for services rendered during 
the contract period; is, together with all other 
compensation paid to the employee, reasonable 
in amount; and is paid pursuant to an agreement 
entered into in good faith between the contrac- 
tor and employees before the services are rendered. 


or pursuant to an established plan consistently 
followed by the contractor which constitutes, 
in effect, an implicit agreement on the part of 
the contractor to make such payments . 



(c) Contributions to a plan that has been 
approved, pursuant to Section 401 of the Internal 
Revenue Code, by the Internal Revenue Service, 
will be presumed to meet requirements of (v)(b) 
above. Such amounts are allowable as a cost 
even though they are not currently deductible 
for Federal income tax purposes because of the 
limitations of Section 40h of the Internal 
Revenue Code, provided such payments are for 
services rendered during the contract period. 

(D) Contributions to a pension or annuity plan 
by a tax-exempt or nonprofit organization will be 
presumed to meet requirements of (v)(B) above if 
such plan, as determined by the Department to 
which audit cognizance is assigned, fulfills the 
requirements of a "qualified 1 * plan according to 
A MV Section 401 of the Internal Revenue Code and 
/^applicable Treasury regulations. A determina- 
ncy tion by One Department that a plan fulfills these 
^ requirements, in the absence of changed condi- 
tions, generally will be accepted by other 
departments. 



(E) Contributions to pension, annuity, profit 
sharing, and stock bonus plans which do not meet 
the requirements of Section 401 of the Inter na l 
Revenue Code (including plans from which approval 
of the Internal Revenue Service has been with- 
drawn effective during the course of performance 
of the contract) and other deferred compensation, 
are allowable to the extent that the total com- 
pensation paid to the employees involved, in 
whatever form, meets the requirements of (v)(B) 
above. . , • 


(F) In determining the cost of deferred compen- 
sation allowable under the contract, appropriate 
adjustments will be made for credits or 
arising out of both no rmal and abnormal employee 
turnover, or any other contingencies that can 
result in a forfeiture by employees of such 
deferred compensation. Adjustments will be made 
only for forfeitures which directly or indirectly 
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inure to the benefit of the contractors ; forfei- 
tures which inure to the benefit of other employe 
covered by a deferred compensation plan with no 
reduction in the contractor's cost will not nor- 
mally give rise to adjustment in contract costs . 
Adjustments for noxmal employee turnover will be 
based on the contractor's experience and on fore- 
seeable prospects, and will be reflected in the 
amount of cost currently allowable. Such adjust- 
ment will be unnecessary to the extent that the 
contractor can demonstrate that its contributions 
take into account normal forfeitures. Adjustments 
for possible future abnormal forfeitures will be 
effected according to the following rules: 

(1) Abnormal forfeitures that are foreseeable 
and which can be currently evaluated with rea- 
sonable accuracy, by actuarial or other sound 
computation, will be reflected by an adjustment 
of current costs otherwise allowable. 

(2) Abnormal forfeitures, not within (l) above, 
may be made the subject of agreement between the 
Government and the contractor either as to an 
equitable adjustment or a method of determining 
such adjustment. 

(G) In determining whether deferred compensation 
is for services rendered during the contract 
period, consideration will be given to conditions 
imposed upon eventual payment to determine whether 
or not such a portion of deferred compensation 
payment is for future services. A requirement of 
continued employment does not necessarily indicate 
that the deferred compensation pertains in par t 
to future services. 

(vi) Fringe Benefits . See (oj. 

(vii) Overtime, Extra-Pay Shift and Multi-Shift 

Premiums ^ See (yj . " 

(viii) Training and Education Expenses . See (qq). 

(ix) Insurance and Indemnification . See (p). 


(g) Contingency Reserves . 

(l) A contingency is a possible future event or condition 
arising from presently known or unknown causes, the outcome of which is 
indeterminable at a present time. 


(2) In historical costing, i.e., costing as related to past 
events or experience, contingency reserves are not allowable. 

(3) In connection with estimates of future costs, contin- 
gencies fall into two categories: - 


(i) Those which may arise from presently known and 
existing conditiors, the effects of which are 
foreseeable within reasonable l imi ts of accuracy; 
e.g. , anticipated costs of rejects and defective 
work. In situations where they exist, contin- 
gencies of this category are to be included in 
the estimates of future cost under the several 
elements of cost so as to provide the best 
estimate of performance costs. 



(il) Those which may arise from presently known or 
unknown conditions, the effect of which canno t 
be measured so precisely as to provide equitable 
results to the contractor and to the Government; 
e.g., possible inflation, and other general 
business risks. Contingencies of this category 
are to be excluded from cost estimates under the 
several items of cost, but should be disclosed 
separately, including the basis upon which the 
contingency is computed in order to facilitate 
the negotiation of appropriate contractual 
coverage. See, for example, (p), (t), and (mm). 

Contributions and Donations . 


(1) Reasonable contributions and donations to established 
nonprofit charitable, scientific, and educational organizations are allow- 
able provided they (i) may reasonably be expected to result in future 
benefits to the contractor through advancing, directly or indirectly, the 
technology of his industry or increasing the supply of trained manpower 
available to it, (ii) are in lieu of the cost of similar facilities which 
the contractor would have to provide, such as employee medical or recrea- 
tional facilities, (iii) are expected of the contractor by the c ommun ity 
and it can reasonably be expected .that the prestige of the contractor in 
the community would suffer through the lack of such contribution^ or (iv) 
contributions to local civil defense funds, or to local civil defense pro- 
jects for use in the community in which the contractor operates, are 
allowable. 
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(2) reasonableness of the amount of particular con** 

tributions and the aggregate thereof for each fiscal period must or dina rily 
he Judged in the light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts, and should also 
be Judged in the light of the presence or absence of restraints occurring 
in. the conduct of competitive business. The amount of each allowable con- 
tribution must be deductible for purposes of Federal income tax, but this 
condition does not, in itself. Justify allowability as a contract cost. ' 

(i) Depreciation . 

...... Cl) Depreciation is a charge to current operations which 

distributes the cost of a tangible capital asset, less estimated residual 
value, over the estimated useful life of the asset in a systematic and 
logical manner. It does not involve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness In the 
particular contractor's operations as distinguished- from physical life*- 

(2) Depreciation on a contractor's plant, equipment, and 
other capital facilities is an allowable element of contract cost: provided 
that the amount thereof is computed: & 

(i) upon the property cost basis used by the contrac- 
tor for Federal income tax purposes (see Section 
167 of the Internal Bevenue Code of 1954); or 

(ii) in the case of nonprofit or tax-exempt organiza- 
tions, upon a property cost basis which coraid 
have been used by the contractor for Federal 
income tax purposes , had such organizations been 
subject to the payment of income tax; and in 
either case 

v (ill) by the consistent application to the assets con- 

cerned of any generally accepted accounting 
includ in g those recognized by Section 
1»7 of the Internal Revalue Code of 1954, as 
follows: 

(A) the straight line method, 

(B) the decl i n i ng balance method, using a rate 
not exceeding twice the rate which would have 
been used had the annual, allowance been computed 
under the method described in paragraph (A), 

(c) the sum of the years -digits method, ana 

4 

(D) any other consistent method productive of an 
aasmal allowance which, when added to all allowance 
for the period commencing with the use of the 



property and Including the current year, does not, 
during the first two-thirds of the useful life of 
the property, exceed the total of such allowances 
which would have been used had such allowances 
been computed under the method described in para- 
graph (B). 

(3) Depreciation should usually be allocated to the con- 
tract and other work as an indirect cost. The amount of depreciation 
allowed in any accounting period may, consistent with the basic objectives 
set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(h) Where a contractor has received a determination of true 
depreciation from an Emergency Facilities Depreciation Board relating to an 
emergency facility covered by a certificate of necessity, it may elect to 
use either normal or true depreciation. However, the method elected must 
be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
s h all be computed in accordance with. (2) above. Where an election is made 
to use true depreciation, the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years) 
shall be computed in accordance with the deter- 
mination of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period shall be 
computed by distributing the remaining undepre- 
ciated portion of the cost of the emergency 
facility over the balance of its useful life 
(but see (5) below) provided the remaining un- 
depreciated portion of such cost shall not 
include any amount of unrecovered true depre- 
ciation. 


(5) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production. 


* (6) No depreciation shall be allowed, as such, or as a 

eatal or use charge, on assets still, in use which have been f ully depre- 
ciated when a substantial portion of such depreciation was on a basis that 
represented, in effect, a recovery thereof as a charge against defense 
contracts or subcontracts. Otherwise, a mutually agreed upon use charge 
may be allowed. In determining this charge , consideration should be given 
to cost, total estimated useful life at time of negotiation, and effect of 
any Increased maintenance charges or decreased efficiency due to age. 
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(j) Employee Morale, Health, and Welfare Costs and Credits . 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counseling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer- employee relations, employee morale, and employee performance, 
are allowable. Such costs s ha l l be equitably allocated to «1 i work of 
the contractor. Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably set 
over to employee welfare organizations. 

(k) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
and(pp ) ) traQSp0rtat lon » and gratuities, are unallowable (but see (j), (o), 

(l) Excess Facility Costs . Costs of maintaining, repairing, 
and housing idle and excess contractor-owned facilities, except those rea- 
sonably necessary for current and immediately prospective production purposes, 
are u nall owable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(®) Fines and Pe nal ties . Costs resulting from violations of, 
or failure of the contractor to comply with. Federal, State, local 
laws and regulations are unallowable except when Inc urred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 

( n ) Food Service and Dormitory Coots and Credits . Food and dormi- 
tory services include operating or furnishing facilities for cafeterias, 
dining roans, canteens, lunch wagons, vending machines, living accommodations 
or s i m il ar types of services for the contractor's employees at or near the 
^contractor's facilities. Reasonable losses from operation of such services 
are allowable, (i) when it is, the policy of the contractor to operate s uc h 
services at a profit or at cost; and (ii) when it is the policy of the con- 
tractor to furnish such services at a loss, or without cost to the employee; 
provided, however, that such losses are allocated to all activities served. 
Profits (except profits irrevocably set over to an employee welfare organi- 
zation of the contractor in amounts reasonably useful for the benefit of 
the employees at the site or sites of contract performance) accruing to the 
contractor from the operation of these services, whether operated by the 
contractor or by a concessionaire, shall be treated as a credit, and allo- 
cated to all activities served. 


(°) Fringe Benefits . Fringe benefits are allowances and serv- 
ices provided by the contractor to its msployees as compensation in addi- 
tion to regular wages and salaries. Costs of fringe benefits, such as pay 
for vacations, holidays, sick leave, military leave, and employee ins ur anc e, 
are allowable to the extent required by law, employer- employee agreement, 
or an established policy of the contractor. 
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(p) Insurance and Indemnification. 


'M*' 


) 


(1) Insurance .includes (i) insurance which the contractor 
is required, to Carry under the terms of the contract, and (ii) any other 
insurance which the contractor maintains in connection with the general 
conduct of his business* 

(2) Indemnification involves a contractual commitment 
between the Government and the contractor whereby the Government agrees 
to secure the contractor against loss dr damage falling upon the contrac- 
tor from some stated responsibility assumed by the contractor or from a 
stated demand of a third party. 

(3) Costs of insurance required and maintained, pursuant to 
the contract, are allowable. 

(4) Costs of other insurance maintained by the contractor 
in connection with the general conduct of his business are allowable sub- 
ject to the following limitations: 

(i) ’types end extent of coverage shall be in accord- 
ance with sound business practice and the rates 
and premiums shall be reasonable under the cir- 
cumstances; 

(ii) costs allowed for Business Interruption Insur- 
ance shall be limited to exclude coverage of 
profit, interest, and any other items of cost 
unallowable under this Part; 

(iii) cost of insurance or of any contributions to 
any reserve covering the risk of loss of or 
damage to Government-owned property are allow- 
able only to the extent that the Government shall 
have required protection by such ins urance or 
reserve; 

(iv) contributions to a reserve for a s elf - ins urance 
program if the types of coverage, extent of 
coverage, and the rates and premiums would have 
been allowed had insurance been purchasable to 
cover the risks; and 

(v) costs of insurance on the lives of officers, 
partners, or proprietors are allowable to the 
extent that (i) the insurance is part of an 
employee plan, specified in (o), and (ii) addi- 
tional insurance which represents compensation 


to the officer, partner or proprietors for serv- 
ices rendered, within the provisions of (f). 
Premiums for insurance in which the contractor 
is the beneficiary directly or indirectly are 
not allowable. 


. (5) Actual losses not reimbursed by permissible insurance 
K through an approved self-insurance program or otherwise) are unall owable 
unless expressly provided for in the contract, except 


(i) costs incurred because of losses not covered under 
nominal deductible insurance coverage provided in 
keeping with sound business practice, are allowable 


(ii) minor losses not covered by Insurance, such as 
spoilage, breakage and disappearance of a™«~M 
hand tools, which occur in the ordinary course of 
doing business, are allowable. 


_ . ■ (?) , The Government is obligated to indemnify the contractor 

for losses sustained only to the extent expressly provided for in the 
contract* ^ 


aart+aA \ (jJ Interest and Other Fin ancial Costs . Interest (however repre- 

and nr^p ?nnfT‘ S ^ OUnta %^° 4 tS 0f fll3anci ng and refinancing operations, legal 
£!« J?® 1 fee \f ld 1x1 connection with the preparation of the prospec- 

tus, costs of preparation and issuance Of stock rights, and costs related 

unallowable except for interest assessed by State or lo ca l taxing 
authorities under the conditions set forth in (oo) /but see (xj/. 8 

' . <*> ^abor Relations Costs. Costs incurred in mftiirfcajn lne satis - 

f? Between the contractor and its employees, including costs 

of shop stewards, labor management committees, employee publications? and 
other related activities are allowable. ' ana 

owir (j 2 — 88 f 8 °° Co ntracts. An excess of costs over income 

a“y ot J er contract (including the contractor's contributed portion 
^f^° s ^ 8h ^ rin f contracts), whether such other contract is of a supply, 
^ 88 !^^ and development, or other nature, is unallowable as a cost of 

performance of the Government contract. 

(t) Maintenance and Repair Costs . 

^ C °f ts necessary for the upkeep of property (including 
+^ 0 e f Dment p f ope f ty ^oless otherwise provided for) , which neither add to 

Sf e P buTSin^f ° f th L pr ? perty nor appreciably prolong its intended 
a^ f ol££s “ ia an efficient operating condition, are to be treated 
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(i) In the event the contractor accrues maintenance 
and repair cost3 based upon a regular program 
for the maintenance and repair of facilities in 
accordance with sound industrial practice, such 
accruals are allowable. 

(ii) In the event a contractor does not accrue main- 

tenance and repair costs, but charges them as 
incurred, such charges are allowable to the ex- 
tent that they are reasonable and in line with 
prior experience of the contractor. ' 

(2) Expenditures for plant and equipment which, according 
to generally accepted accounting principles as applied under the contrac- 
tor's established policy, should be capitalized and subjected to deprecia- 
tion are allowable only on a depreciation basis. 

( u ) Manufacturing and Production Engineering Costs . Costs of 
manufacturing and production engineering, including engineering activities 
in connection with the following, are allowable t 

(i) current manufacturing processes such as motion 
and time study, methods analysis. Job analysis, , 
and tool design and improvement ; and 

(ii) current production problems, such as materials 
analysis for production suitability and component 
design for purposes of simplifying production. 



(v) I'laterial Costs * 

(1) This item includes the net costs of such items as rax* 
materials, parts, subassemblies, components, and manufacturing supplies, 
whether purchased outside or manufactured by the contractor, and may include 
such collateral items as inbound transportation and intransit insurance. 

In computing material costs consideration will be given to reasonable over- 
runs, spoilage, or defective work. These costs are allowable subject, however, 
to the provisions of subparagraphs (2) through (5) below. 

(2) Costs of material shall be suitably adjusted for 
applicable portions of income and other credits, including available trade 
discounts, refunds, rebates, alloxrances, and cash discounts, and credits for 
scrap and salvage and material returned to vendors. Such income and other 
credits shall either be credited directly to the cost of the material involved 
or be allocated (as credits) to indirect costs, ^ihere the contractor can 
demonstrate that failxire to take cash discounts was due to circumstances be- 
yond his control, such lost discoxonts will be allowed. 

(3) Reasonable adjustments arising from difference between 
periodic physical inventory quantities and related material control records 
will be included in arriving at the cost of materials, provided that such' 
adjustments (i) do not include "write-downs 5 * * * * * 11 or "write-ups" of -values, and 
(ii) relate to the period of performance of the contract. 

(U) VJhen the materials are purchased specifically for and 
identifiable solely with performance under a contract, the actual purchase 
cost thereof shoxxld be charged to the contract. In determining cost of 
material issued from stores, the contractor's usual method of inventory 
costing is acceptable if in accord with generally accepted accounting 
principles for inventory costing. VJhen material in stores at the commence- 
ment date of a contract have a probable replacement cost significantly 
different from recorded cost, either party may elect to use the replacement 
cost in lieu of recorded cost in costing issues of such material. Vihen esti- 
mates of material costs to be incurred in the futxire are required, either 
current market price or anticipated acquisition cost (if reasonably certain 
and determinable) may also be used, but the basis of pricing must be dis- 
closed. 

/ 

(5) Sales or transfers of materials, services, and supplies 
between- plants, divisions or organizations, under a common control, ordinarily 

shall be stated on the basis of cost to the transferrer. However, a 
departxire from this basis is permissible where (i) the item is regularly 

manufactured and sold through commercial channels, or (ii) it is the con- 

tractor's long established practice to price inter-organization transfers at 

other than cost for commercial work; provided in addition, that such price is 

not in- excess of the transferrer's sales price to its most favored customer 
for the same item in like quantity, or the same or substantially si mila r 

items sold by other suppliers. 
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(w) Organization Costs . Expenditures, such as incorporation 
fees, attorney's fees, accountants fees, brokers fees, fees to promoters 
and organizers, in connection with (i) organization or reorganization of a 
business, or (ii) raising capital, are unallowable (see (q) above). 

(x) Other Business Expenses . Included in this item are such 
recurring expenses as registry and transfer charges resulting from changes 
in ownership of securities issued by the contractor, cost of shareholders' 
meetings, proxy solicitations, preparation and publication of reports to 
shareholders, preparation and submission of required reports and for ms to 
taxing and other regulatory bodies and incidental costs of directors and 
committee meetings. The above and similar costs are allowable when allocated 
on an equitable basis to all classes of work. 

(y) Overtime. Extra Pay Shift and Hulti-shift Premiums . 

(1) This item consists of the premium portion of overtime, 
extra pay shift and multi-shift payments to employees. Preferably such 
premiums should be separately identified and handled as indirect costs to 

be distributed rateably to all work of the contractor. However, where it is 
the normal practice of the contractor to handle these premiums as direct 
costs, such practice is acceptable if it does not result in the Government 
absorbing a disproportionate share of costs. Similar consideration governs 
their inclusion in or exclusion from the base for overhead distribution. 

The amount of overtime costs, when allowable, shall be equitable in relation 
to (i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(2) Overtime, extra pay shift and multi-shift premium 

expenses may arise in two distinct ways: (i) "by initial agreement between 

the contractor and the contracting officer that the accomplishment of the 
contract schedule requires the use of such premium labor to a stated or 
contemplated extent] and (ii) to meet unexpected emergencies arising in 
thfe course of the contract, not contemplated by the contracting parties. 

(3) Overtime, extra pay shift and multi-shift premiums 
are allowable as follows: 

(i) To the extent that the contractor and the con- 
tracting officer initially agree that such 
premiums are necessary in order to comply with the 
contract schedule, such costs are allowable. 

(ii) With respect to situations arising in the course of 
the contract, such costs are unallowable if the con- 
tractor is already obligated to meet the stated de- 
livery schedule without additional compensation 
therefor, as in the firm fixed price type contract. 
Such allowance may be made in cost type contracts 


(2) Factors to be considered in determining the 
allowability of costs in a particular case include: 


(i) the past pattern of such costs, particularly in 
the years prior to the award of Government con- 
tracts; 

(ii) tiie impact of Government contracts on the 

contractor's business (i.e., what hew problems 
have arisen) ; 

(iii) the nature and scope of managerial services 

expected of the contractor's own organizations; 
and 


(iv) whether the proportion of Government work to 
the contractor's total business is such as to 
influence the contractor in favor of incurring 
the cost, particularly where the services 
rendered are not of a continuing nature and have 
little relationship to work under Government 
contracts. 

Retainer fees to be allowable must be reasonably supported by evidence 
of services rendered. 


a _j , ala+a , . Cos-t s °f legal, accounting, and consulting services, 

? C0S * Si ^ curred 1x1 connection with organization and reorganiza- 
tion, defense of anti-trust suits, and the prosecution of claims against the 

servT^ menfc, n5 re ? n f 1 J 0wable ' ° 03ts legal, accounting, and consulting 
services, and related costs, incurred in connection with patent infringement 
litigation, are unallowable unless otherwise provided for in the contract. 

n , ^ Profits and Losses on Disposition of Plant, Lauinment - or 

Otter Capital AsSSts' . Hroflto or losses ' of any nature irfSifj - jjrfef 
sale or exchange of plant, equipment, or other capital assets, including 
sale or exchange of either short or long term investments, shall be excluded 
in commuting contract costs (but see (ii (2) as to basis for depreciation). 

(gg) Recruiting Costs. Costs of "help wanted" advertising, 
operating. costs of an employment office necessary to secure and maintain 
an adequate labor force, costs of operating an aptitude and educational 
testing program, travel costs of employees while engaged in recruiting 
personnel, and travel costs of applicants for interviews for prospective 
employment are allowable. Where the contractor uses employment agencies, 
costs not in excess of standard commercial rates for such services are also 
allowable. Costs of special benefits or emoluments offered to prospective 
employees beyond the standard practices in the industry are unallowable. 


r 
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and in the fixed-price incentive type and the 
price redetermination type contracts until 
the prices become fixed with the approval or 
ratification of the contracting officer. 


(2) Patent Costs. Costs of preparing disclosures, reports, and 
°!r r + d0cumenfcs rec l uired by tae contract and of searching the art to the 
extent necessary to make such invention disclosures, are allowable. In 
accordance with the clauses of the contract relating to patents, costs 
of preparing documents and any other patent costs, in connection with the 

(^^and (jj^belw) PPliCati ° n ^ th ® Government > are allowable. (See also 


(aa) Pension Plans (see (f)). 


uniforms 
on plant 
military 


(bb) giant P rotection Costs . Costs of items such as wages, 
and equipment of personnel engaged in plant protection; depreciation 
protection capital assets; and necessary expenses to comply with 
security requirements are allowable. 


(cc) Plant Rehabilitation Costs . 

(l) Plant rehabilitation costs are those incurred in the 
restoration of the contractor's premises to approximately the same condition 
as that wnich existed immediately prior to the commencement of the military 
contract work, fair wear and tear excepted. 


(2) The costs of the removal of machinery, tools, and 
equipment, including restoration costs incident thereto, are allowable, 
provided such costs are not recovered, or are not recoverable, under a 
specific contract clause in the contract under which the costs are claimed, 
or in another Government contract. 


O) The costs involved in the reinstallation of pre-existing, 
and the installation of new machinery, tools and equipment are not allowable. 


( dd ) Procontract Costs . Precontract costs are those which are 
incurred prior to the effective date of the contract, are incurred directly 
pursuant to the negotiation for and in anticipation of the award of the 
contract, under circumstances in which such anticipation is necessary 
to comply with the proposed contract delivery schedule. Such costs are 
allowable to the extent that they would have been allowable, if incurred after 
the date of the contract. 


(ee) 

and Other. 


Professional S ervice Costs - Legal, Accounting, Engineering . 


Costs of professional services rendered by the members 
of a particular profession who are not employees of the contractor are allow- 
able, subject to (2) and (3) below, when reasonable in relation to the service 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see (w)). 


- 22 - 



(hh) Rental Costs (Including Sale and Leaseback of Facilities) . 

(l) Rental costs of land, building, and equipment and 
other personal property are allowable if the rates are reasonable in light 
of such factors as the type, life expectancy, condition, and value of the 
facilities leased, options available, and other provisions of the rental 
agreement. 


(2) Charges in the nature of rent between plants, divisions, 
or organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as depreciation 
taxes, insurance, and maintenance; provided that no part of such -costs shall 
duplicate any other allowed costs. 

(3) Unless otherwise specif ically provided in the contract, 
rental costs specified in sale and leaseback agreements, incurred by con- 
tractors through selling plant facilities to investment organizations, such ^ 
as insurance companies, or to private investors, and concurrently leasing > 
back the same facilities, are allowable only to the extent that such rentals 
do not exceed normal costs, such as depreciation, taxes, insurance, and main- 
tenance, borne by the lessor, which would have been incurred had the con- 
tractor retained legal title to the facilities. 

(ii) Research and Development Costs . 

(1) Research and development costs (sometimes referred to 
as general engineering costs) are divided into two major categories, for the 
purpose of contract costing; (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied 
research, product research, and product line research. 

(2) General research is that type of research which is 
directed toward increase of knowledge in science. In such research, the 
primary aim of the investigator is a f ull er knowledge or understanding of 
the subject under study, rather than a practical application thereof. 

Costs of independent general research (that which is not sponsored by 

a contract, grant, or other arrangement) are allowable. Reasonableness 
of the cost should be determined in light of the pattern of the cost of 
past programs, particularly those existing prior to the placing of Government 
contracts. 

( 3 ) Related research is that type of research tiiich is 
directed toward practical application of science. Development is the 
systematic use of scientific knowledge directed toward the production of 
useful materials, devices, methods, or processes, exclusive of design, 
manufacturing, and production engineering (see (l) above). Costs of a 
contractor's independent related research and development (that which is 

not sponsored by a contract, grant, or other arrangement) are allowable und er 
any production contract to the extent that the research and development are 
related to the contract product line and the costs are allocated to all 


(mm) Severance fhy . 

(1) Severance pay, also commonly referred to as dismissal 
wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers whose employment is being terminated. Costs of 
severance pay are allowable only to the extent that, in each case, it is 
required by (i) law, (ii) employer-employee agreement; (iii) established 
policy that constitutes, in effect, an implied agreement on the contractor's 
part, or (iv) circumstances of the particular employment. 

(2) Costs of severance payments are divided into two 
categories as follows: 

(i) actual normal turnover severance payments shall 
be allocated to all work performed in the 
contractor's plant; or, where the contractor 
provides for accrual of pay for normal severances 
such method will be acceptable if the amount of 
the accrual is reasonable in light of payments 
actually made for normal severances over a 
representative past period, and if amounts accrued 
are allocated to all work performed in the con- 
tractor's plant; and 

(ii) abnormal or mass severance pay is of such a 

conjectural nature that measurement of cost by 
means of an accrual will not achieve equity to 
both parties. Thus accruals for this purpose 
are not allowable. However, the Government 
recognizes its obligation to participate, to 
the extent of its fair share, in any specific pay- 
ment. Thus, allowability will be considered on 
a case-by-case basis in the event of occurrence. 

( na ) Special Tooling Costs . The term "special tooling" means 
property of such specialized nature that its use, without substantial modifi- 
cation or alteration, is limited to the production of the particular supplies 
or the performance of the particular services for which acquired or fur nis hed 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. Costs of special 
tooling acquired for performance of the contract are allowable and shall 
be charged directly thereto. 

(oo) Taxes . 

(l) Taxes are charges levied by Federal, State, or local 
governments. They do not include fines and penalties except as otherwise 
provided herein. In general, taxes (including State and local income taxes) 
which the contractor is required to pay and which are paid or accrued in 
accordance with generally accepted accounting principles are allowable, 
except for: 



Production vork of the contractor on the contract product line. Such costs 
are^allowable under research and development contracts. 

(4) Independent research and development projects s hall 
absorb their appropriate share of the indirect costs of the department 
where the work is performed. 

(5) Research and development costs ( Including amounts 
capitalized) , regardless of their nature, which were incurred in account- 
ing periods prior to the award of a particular contract, are unallowable. 

(6) The reasonableness of expenditures for independent 
research and development must be scrutinized with great care in connection 
with contractors whose work is pred ominant ly or substantially with the 
Government. Where such expenditures are hot subject to the restraints of 
commercial product pricing, contractors may seek the future advantage that 
follows a large research program substantially financed by Government con- 
tracts. There must be assurance that these expenditures are made pursuant 
to a planned research program which is reasonable in scope and is well 
man aged. The costs should not exceed those which would be incurred by 

an ordinarily prudent person in the conduct of a competitive business. 

(kk) Selling Costs . 

(1) Selling costs arise in the marketing of the contrac- 
tor's products and include costs of sales promotion, negotiation, liaison 
between Government representatives and contractor's personnel, and other 
related activities. 

(2) Such expenses are allowable to the extent that the 
costs are allocable to Government business. 

(3) Salesmen's or agents' compensation, fees, commissions, 
percentages, or brokerage fees which are contingent upon or resulting from 
an award of a contract, are allowable only when paid to bona fide employees 
or established commercial or selling agencies maintained by the contractor 
for the purpose of securing business. 

(11) Service and Warranty Costs . Such costs include those 
arising from fulfillment of any contractual obligation of a contractor to 
provide services, such as installation, training, correcting fefects in 
the products, replacing defective parts, making refunds in the case of 
inadequate performance, etc. When contract terns covering the sale of 
defense products include such an obligation without additional separate 
payment, service and warranty costs are allowable. In pricing actions 
which involve estimates of this element of cost, care should be exercised 
to avoid duplication of the allowance as an element of both estimated 
product cost and risk. 
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(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing 
or refunding operations (see (q)); 

(iii) taxes from which exemptions are available to the 

contractor directly or available to the contractor 
based on an exemption afforded the Government 
except when the contracting officer determines 
that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (l) above, but which may 
be illegally or erroneously assessed, are allowable; provided that the 
contractor prior to payment of such taxes: 

( i) promptly requests instructions from the contracting 
officer concerning such taxes; and 

(ii) takes all action directed by the contracting 

officer, including cooperation with and for the 
benefit of the Government, to (A) determine the 
legality of such assessment or, (B) secure a 
refund of such taxes. ' 

Reasonable cost of any such action undertaken by the contractor at the 
direction of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the 
direction of the contracting officer or by reason of the failure of the 
contracting officer to assure timely direction after prompt request therefor, 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any 
payment to the contractor of interest thereon, attributable to taxes, interest, 
or penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest and penalty shall be paid or credited to the Government only 

to the extent that such interest accrued over the period during which the 
contractor had been reimbursed by the Government for the taxes, interest, 
and penalties. * 
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(pp) Trade, Business,. Technical and Professional Activity Costs * / 

(1) Memberships . This category includes costs of 
memberships in trade, business, technical, and professional organizations. 

Such costs are allowable to the extent reasonable. 

(2) Subscriptions . This item includes cost of subscriptions 
to trade, business, prof essional , or technical periodicals. Such costs are 
allowable. 

(3) Meetings and Conferences . This item includes cost of 
meals, transportation, rental of facilities for meetings, and costs 
incidental thereto, when the primary purpose of the incurrence of such costs 
is the dissemination of technical information or stimulation of production. 
Such costs are allowable. 

(qq) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of 
instruction at noncollege level, designed to increase the vocational effective 
ness of bona fide employees, including training materials, textbooks, 
salaries or wages of trainees during regular working hours, and 

(i) salaries of the director of training and staff 

when the training program is conducted by the ^ 
contractor? or . . / 

(ii) tuition and fees when the training is in an 
institution not operated by the contractor; 

are allowable. 

(2) Costs of part-time technical, engineering and 
scientific education, at an under-graduate or post-graduate college level, 
related to the job requirements of bona fide employees, including only: 

(i) training materials; 

(ii) textbooks; 

; , . 

(iii) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, 
or in lieu of tuition, instructors' salaries 
and the related share of indirect cost of the 
educational institution to the extent that the 
sum thereof is not in excess of the tuition 
which would have been paid to the participating 
educational institution; and 


(v) straight-time compensation of each employee for 
time spent attending classes during working hours 
not in excess of 156 hours per year where 
circumstances do not permit the operation of 
classes or attendance at classes after regular 
working hours; 

are allowable. 

(3) Costs of tuition, fees, training materials and" 
textbooks (but not subsistence, salary, or any other emoluments) in connec- 
tion with full-time scientific and engineering education at a post-graduate 
(but not under-graduate) college level related to the job requirements of 
bona fide employees for a total period not to exceed one school year for 
each employee so trained, are allowable. In unusual cases where required 
by military technology, the period may be extended. 

(U) Maintenance expense, and normal depreciation or fair 
rental, on facilities owned or leased by the contractor for training 
purposes are allowable to the extent set forth in (t), (i), and (hh) above, 
respectively. 

(5) Grants to educational or training institutions, 
including the donation of facilities or other properties, scholarships 
or fellowships , are considered contributions (see (h) above). 

(rr) Transportation Costs . Transportation costs include 
freight, express, cartage, and postage charges relating either to goods 
purchased* in process, or delivered. These costs are allowable. When 
such costs can readily be identified with the items involved, they may 
be direct costed as transportation costs or added to the cost of such 
items (see (v) above). Where identification with the materials received 
cannot readily be made, inbound transportation costs may be charged to the 
appropriate indirect cost accounts if the contractor follows a consistent, 
equitable procedure in this respect. Outbound freight, if reimbursable 
under the terms of the contract, should be treated as a direct cost. 

(ss) Travel Expenses . 

(1) Travel costs include cosits of transportation, lodging, 
subsistence, and incidental expenses, incurred by contractor personnel in a 
travel status while on official company business. 

(2) Travel costs are allowable and may be based upon 
actual costs incurred, or on a per diem or mileage basis in lieu of actual 
costs, or on a combination of the two, provided the method used does not 
result in an unreasonable charge. 
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( 3) Travel costs incurred, in the normal course of over-all 
administration of the business and applicable to the entire business are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. 

(**•) Travel costs directly attributable to specific contract 
performance may be charged to the contract in accordance with the principle 
of direct costing (ASPR 15-202). 

(5) Necessary, reasonable costs of family movements and 
personnel movements of a special or mass nature are allowable, subject to 
allocation on the basis of work or time period benefited when appropriate. 
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Part 7 - Fixed-Price Type Contracts 

15-700 Scope of Part# This Part sets forth the guidelines to be 
used for the evaluation of costs in negotiated fixed-price type contracts 
and subcontracts, including terminations thereof, in those instances wh ere 
such evaluation is required to establish prices for such contracts, 
•Fixed-price type* contracts include, for purposes of this Part, the following: 
(i) firm fixed-price contracts (A3 PR 3-1*03.1) 

(ii) fixed-price contracts with escalation (ASPR 3-1*03.2) 

(iii) fixed-price contracts providing for the redetermination 

of price (ASPR 3-1*03.3) T 

(iv) fixed-price incentive contracts (ASPR 3-1*03.1*) 

(v) non-cost-reimbursable portion of time and materials 
contracts (ASPR 3-1*05.1) 

15-701 Basic Considerations, (a) Under fixed-price type contracts, 
the negotiated price is the basis for payment to a contractor whereas 
allowable costs are the basis for reimbursement under cost-reimbursement 
type contracts. Accordingly, the policies and procedures of ASPR Section 
HI, Part 8, are governing and shall be followed in the negotiation of 
fixed-price type contracts. Cost and accounting data may provide guides 
for ascertaining fair condensation but are not rigid measures of it. 

Other types of data, criteria, or standards may furnish eq ually reliable 
guides to fair compensation. The ability to apply standards of business 
judgment as distinct from strict accounting principles is at the heart of a 
negotiated price or settlement. 


(b) Among the different types of fixed-price type contracts, 
the need, for consideration of costs varies considerably as indicated below: 
fr) Retrospective Pricing and Settlements. In negotiating 
firm fixed prices or settlements for work which has been 
completed at the time of negotiation (e.g., final negotia- 
tions under fixed-price incentive contracts, redetermina- 
tion of price after completion of the work, or negotiation 
of a settlement agreement under a contract terminated 
for convenience of the Government), the treatment of 
costs is a major factor in arriving at the amount of the 
price or settlement. However, even in these situations, 
the finally agreed price or settlement may represent 
something other than the sum total of acceptable costs, 
since the final price accepted by each party does not 
necessarily reflect agreement on the evaluation of each 
element of cost, but rather a final resolution of all 
issues in the negotiation process, 

Forward Pricing, The extent to which costs influence 
forward pricing varies greatly from case to case. In 
negotiations covering future work, actual costs cannot be 
known and the importance of cost estimates depends on 

the circumstances. The contracting officer must consider 
all the factors affecting the reasonableness of the 
total proposed price, such as the technical, production 
or financial risk assumed, the complexity of work, the 
extent of competitive pricing, and the contractor's 

record f or efficiency, economy and ingenuity, as w el l as 
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available coat estimates* He must be free to bargain 
for a total price which equitably distributes the risks 
between the contractor and the Government provides 
incentives for efficiency and cost reduction* In 
negotiating such a price, it is not possible to identify 
the treatment of specific cost elements since the bargaining 
is on a total price basis* Thus, while cost data is often 
a valuable aid, it will not control negotiation of prices 
for work to be performed in the future, e*g*, negotiation 
of a firm fixed-price contract, an intermediate price 
revision covering, in whole or important part, work is 

yet to be performed, or a target price under an incentive 
contract* 

15-702 Cost Principles and T heir Use * (a) When, pursuant to ASFR 15-701, 
costs are to be considered in the negotiation of fixed-price type contract. 
Section XV, Part 2, shall be used a a a guide in the evaluation of cost data 
required to establish a fair and reasonable price in conjunction with other 
pertinent considerations as set forth more fully in ASJR Section IH, Part 8. 

- ( b ) Whenever an occasion, arises in which acceptability, of a specific 

item of cost becomes an issue. Section XV, Part 2, will serve as a guide for the 
resolution of the issue* 

(c) la applying Part 2 of this Section XV to fixed-price contracts, 
contracting officers will* (i) not be required to negotiate agreement on each 
individual element of cost; and (ii) be expected to use their judgment as to 
the degree of detail in which they consider the individual elements of cost in 
arriving at their evaluation of total cost, where such evaluation is appropriate* 
However, the negotiation record should fully substantiate and justify the 
reasoning leading to any negotiated price* 
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Coat Principle s Applicable to the Settlement of Terar^a+o^ 
Contracts. Ia the consideration of costs incident to the 
negotiation of termination settlements, the cost principles 
and procedures in the applicable Part of ASPR, Section XV, 
shall be used as a guide in conjunction with those set 
forth below: 

(i) Common Items . The cost of items reasonably 
usable on the contractor's other work shall 
not be considered acceptable unless the 
contractor submits evidence that it could 
not retain such items at cost without sustaining 
a loss. In deciding whether such items are 
reasonably usable on other work of the contractor 
the contracting officer should consider the 
contractor's plans and orders for current and 
scheduled production. Contemporaneous purchases 
of common items by the contractor shall be 
regarded as evidence that such items are 
reasonably usable on the contractor's othsrwork^ 
Any acceptance of common items as allocable 
to the teiminated portion of the contract should 
be limited to the extent that the quantities 
of such items on hand, in transit, and on order 
are in excess of the reasonable quantitative 
requirements of other work. 


(ii) Costs continuing after termination. If in a 
particular case, despite all reasonable 
efforts by the contractor, certain costs 
cannot be discontinued immediately after the 
effective date of termination, such costs 
are generally acceptable within the limita- 
tions set forth in ASFR XV, and this 
paragraph 8 - 213 , except that any such costs 
cont in u ing after termination due to the 
negligent or wilful failure of the contractor 
shall be considered unacceptable. 

(iii) Initial Costs, including starting load and 
preparatory costs, are generally acceptable. 
(A) Starting load costs are costs of a non- 
recurring nature arising in the early stages of 
production and not fully absorbed because of the 
ter min a t ion. Such costs may include the cost of 
labor and material, and related overhead attributable 
to such factors as (i) excessive spoilage result ing 
from inexperienced labor, (II) idle time and subnormal 
production occasioned by testing and changing methods 
of processing, (Hi) employee training, and 

(IV) u nf am i liarity or lack of experience with the 
product, materials, manufacturing processes and 
techniques. 
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(B) Preparatory costs are costs Incurred in 
preparing to perform the terminated contract, in- 
cluding costs of initial plant rearrangement and 
alterations, management and personnel organization, 
production planning and similar activities, but 
excl udin g special machinery and equipment 
starting load costs. 

(c) If initial costs are claimed and have 
not been segregated on the contractor's books, 
segregation for settlement purposes shall be mqfl* 
from cost reports and schedules which reflect the 
high unit cost incurred during the early stages of ■ 
the contract. 

(D) When the settlement proposal is on 
the inventory basis, initial costs should noxmally 
be allocated on the basis of total end items called 
for by the contract immediately prior to termination j 
however, if the contract includes end items of a 
diverse nature, some other equitable basis may be 
used, such as machine or labor hours. 

(E) When initial costs are included in the 
settlement proposal as a direct charge, such costs 
shall not also be included in overhead. 

(F) Initial costs attributable to only one 
contract shall not be apportioned to other contracts • 


( iv ) Loss of useful value of special tooling, 

special m achinery and . equipment Is g^A-r^ un - 
acceptable: provided (a) such special tooling, 
machinery or equipment is not reasonably capable 
of use in the other work of the contractor; 

(B) the interest of the Government is protected 
by transfer of title or by other means deemed 
appropriate by the contracting officer; and 

(C) the loss of useful value as to any one 
terminated contract is limited to that portion 
of the acquisition cost which bears the same 
ratio to the total acquisition cost as the 
te rm i n ated portion of the contract bears to 
the entire terminated contract and other 
Government contracts for which the special 
tooling, special machinery and equipment was 
acquired. 

Rental costs under unexpired leases are generally 
acceptable where clearly shown to have been 
reasonably necessary for the performance of 
the ter m i n ated contract, less the residual 
value of such leases, if: 

(A) the amount of such rental claimed does not 
exceed the reasonable use value of the property leased 
for the period of the contract and such further period 
as may be reasonable, and 
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(B) the contractor makes all reasonable effort 
to te rmin ate, assign, settle, or otherwise reduce 
the cost of such lease. 

There also may be included the cost of altera- 
tions of such leased property, provided such 
alterations were necessary for the performance 
of the contract, and of reasonable restoration 
required by the provisions of the lease. 

(vi) Settlement expenses including the following 
are generally acceptable: 

(A) accounting, legal, clerical, and similar 
costs reasonably necessary for (i) the preparation and 
presentation to contracting officers of settlement 
claims and supporting data with respect to the terminated 
portion of the contract, and (II) the termination and 
settlement of subcontracts; and 

(B) reasonable costs for the storage, 
transportation, protection, and disposition of property 
acquired or produced for the contract. 

(vii) Subcontractor claims, including the allocable 
portion of claims which are common to the 
contract and to other work of the contractor 
are generally acceptable. 
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Part 3 


8-302 Cost Principles Applicable to the Settlement of 
Terminated Contracts . See ASRR 8-213. 

Reference Changes 

8- 303(a) Page 831 - Line 4 change parenthetical referent e 

8- 302(b) (27) to 8-213 (vi). 

8- 304(b) (iii) Page 832 - Line 3 change parenthetical reference 
8- 302(b) (13) to 8-213 (Hi). 

8-503.5 Page 84l - Line 5 change paranthetical reference 

8- 302a (l)(a)(ii) to 8-213 (i). 

8-701 Clause par(f) - Page 862 - Line 3 change reference 8-302 to ■' 
8-213. 

8-703 Clause par( f ) - Page Qj 2 - Line 3 change reference 8-302 to 
8-213. 
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1 July 1957 

UNDERLYING CONSIDERATIONS IN THE DEVELOBtENT 
,OP 

A COMPREHENSIVE SET OF CONTRACT COST PRINCIPLES 



OBJECTIVE r 

To adopt a uniform set of contract cost principles, applicable alike 
to cost determinations and cost estimates in those situations in which 
costs are a factor in pricing. 

DEFINITION AND USE ; 

A listing and definition of individual elements of cost and statement 
of conditions of allowability or unallovablllty thereof applicable to ati 
situations in which costs are useful, as follows: 

a. For incorporation by reference to cover reimbursement in cost- type 
contracts and in the determination of formula termination settlements, and 

b. For use by 

(1) Contractors in providing pricing, repricing, and termination 
settlement proposals; 

(2) Audit agencies in their advisory capacity of providing 

accounting information; 

(3) Contracting officers in any evaluation of cost information 

whenever such information becomes a significant factor in 
pricing or termination settlements. 

CONSIDERATIONS : ' 

a. Cost treatment should be equalized between the several types of 
contracts so that one type of contract will be neither less nor more 

■O attractive to a contractor or to the Government, by reason only of the 

' cost treatment. Thus, the selection of contract type can be based upon 

the merits of the negotiation, i.e., the conditions surrounding the 
required product or services and the extent of any contingencies covering 
risks, rather than external influences arising out of cost treatment. 

b. Risk in the form of a contingency principle ought to be recognized 
in those instances in which there is risk exposure. 

c. The objective ought to be fairness and equity in the development of 

"one" set of cost principles. We should not deny or restrict allowability 
of a Cost, otherwise fair, becau se determ ination of reaso nablen ess , in some 
instances, may be difficult/ v * — - 


d. We should seek to allow legitimate costs of doing business to the 
extent that such allowance is reasonable and is allocable to the contract in 
question. This conclusio n requ ires ad option of a definition of "reasonable” 
and "allocable 71 ana gff^application ~of these definitions in the eI^ents~~o^ 
cost. 


e. Uniformity of cost treatment and cost result are important objectives. 
However, they should not be achieved by arbitrary formulae in terms of allowar-^ - 
■ bility and by unnecessary imposition of accounting methods and techniques. 
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principles and standards set forth in the several succeeding Farts of this 
Section in contracting and subcontracting and delineates the nature of 
such use under different circumstances. 

15*101. 1 Use. Part 2 is prescribed for vise as follows: 

(a) It sh all be used as a contractual basis, by incorporation 
by reference in the contract, for determination of : 

(1) Reimbursable costs under coat-reimbursement type 

contracts, including cost ‘reimbursement type C 

subcontracts thereunder; 

(2) Reimbursable costs under the cost -reimbursement 
part of time and materials contracts; and 

(3) Costs of terminated contracts of the type set forth 
in (1) and (2) above. 

(b) It s h all be used in fixed-price type contracts as general 
guidance in the negotiation of fair and reasonable prices rather than as 
ay prescribed basis for determining such prices* In this respect, the 
policies and procedures set forth in ASFR Section IH, Fart 8, are 
governing and shall be followed. The degree of use of the principles 

in Fart 2 in fixed-price type contracts is dependent (l) on the 


circumstances of the procurement and (il) the form of fixed-price 
type contract, as follows : 

(1) In formally advertised contracts. Fart 2 is 
inapplicable* 

(2) In stra i g h t fixed-price type negotiated contracts, 
where, according to ASFB 3*808*3, cost analysis is 
required. Fart 2 is to be used primarily as a means 
of deter min i n g the necessity for certain costs, 
their reasonableness and allocabllity. rather t.h* n 
as a primary basis for arriving at a price. Formula 
type pricing, i.e., costs plus profit equals price, 
is improper and shall not be used* Costs are but 
one of . many f suitors to be used in the negotiation 

of straight fixed-price type contracts* 

(3) Fart 2 is not prescribed, by contract, for use in 
fixed- price incentive and redetermlnable contracts* 
Nevertheless, because of the major significance of 
costs in the establishment of prices under these 
types of contracts, the use of Fart 2 in determining 
allowability of such costs must, of necessity, be 
patterned after its use under cost-reimbursement 
type contracts. However, since incentive and 
redetermlnable contracts cure basically of the fixed- 


price type, the fact that a specific item of cost 
is set forth as "unallowable” in Part 2 shall not, 
except as set forth in (4) below, preclude special 
consideration of such an item when requested by th e 
contractor on the basis that it contributes to the 
performance of the contract* This paragraph (3) 
is equally applicable to terminations of incentive 
and redeterminable contracts* 

(k) Notwithstanding (2) and (3) above, certain itesu 

of costs are inappropriate for inclusion in Government 
contracts as allowable items of eost, regardless of 
the type of contract* Therefore, to the extent 
cost analysis is required in fixed-price type contracts, 
the rules of non-allowability, set forth in Part 2 
as to the following items, shall be applied precisely 
as required for cost-reimbursement type contracts: 
a* Federal Income and Excess Profit Taxes* 
b. Entertainment expenses* 
c*_ Fines and Penalties* 

(c) Costs under terminations of slralg^ fixed-price type 
contracts, advertised or negotiated shall be governed by Part 2, subject 
to the special provisions pertaining thereto set forth in ASFR Section X7, 
Part 5* (THIS WILL REQUIRE PICKHJG UP FROM SECTION VIII APFLICABIZ 
PROVISIONS PERTAINING TO TERMINATIONS OF STRAIGHT FIXED-PRICE TYPE CONTRACTS) 
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Proposed Amendments to Draft Dated 2 1 August 1958 

APPLICABILITY 

15-000 Scope Of Section * This Section contains general cost prin- 
ciples and standards for use in connection with (i) the determination of 
costs under cost-reimbursement type contracts, (ii) the utilization of 
cost data by contracting officers in the negotiation of fair and reasonable 
prices under the various types of fixed price contracts, and (iii) the 
preparation and presentation^^ cost estimates by prospective contractors, 
contractors, and subcontractors* 


Part 1 - Applicability 

15-101 Scope of Part , This Part prescribes the use of the cost 
principles and standards set forth in the several succeeding Parts of this 
Section in contracting and subcontracting and delineates the nature of 
such use under different circumstances. 

15-101.1 Use . Part 2 is prescribed for uses 
, (i) As a contractual basis,by incorporation by reference in the 
contract, for determination of: 

(A) reimbursable costs under cost— reimbursement type contracts 
including cost-reimbursement type subcontracts thereunder 
and the cost- reimbursement portion of time and materials 
contract s ; 

(B) costs of terminated cost-reimbursement contracts; 
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' (C) terminations when the amounts thereof are determined 
• : unilaterally by the contracting officer in accordance 

with ASFR 8-209. 7 (a). 

(D) the detennination of final overhead rates. 

(ii) By contracting officers in the evaluation of cost data in 
Wit # fixed-price incentive and redetenninable type contract^ and 


negotiated termination settlement agreements, as follows; 

( A ) In Retrospective Pricing and Settlements. In negotiating 
firm fixed prices or settlements for work which has been 
completed or substantially completed at the time of: 
negotiation (i«e», final negotiations under fixed-price 
incentive contract, redeteimination of price after comw- 
pletion of the work, or negotiation of a settlement 
agreement under a contract terminated for the convenience 


the Government) , the treatment of costs, is a major 



factor in arriving at the amount of the price or settle- 
ment. Accordingly, ASFR Section XV, Part 2, shall serve 
as the basis for evaluation of cost data (but see para- 
graphs (C) and (D) below). However, the finally agreed 
price or settlement represents something other than the 
^totalj gum) of acceptable cost^, since the final price 
accepted by each party does not necessarily reflect 
agreement on the evaluation of each element of cost. 


but rather a final resolution of all issues in the 
negotiation process. 


? 
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In Forward Pricing , To the extent that costs are a factor 

in forward pricing (i.e., an intermediate price revision 

covering, in whole or important part, work which is yet 

to be performed, or a target price under an incentive 

contract), ASFR Section XV, Part 2, shall be utilized to 

provide general guidance in the consideration of cost data 

incident to the negotiation of fair and reasonable prices 

rather than as a prescribed basis for determining such 

prices. In this respect, the policies and procedures 

set forth in ASPR Section HI, Part 8, are governing 

and shall be followed* The extent to which costs 
fo AyJfi&S) 

pricing varies greatly from case to . \ 


influence < 

case. In negotiations covering future work, actual costs 
cannot be known and the importance of cost estimates 

depends on the circumstances. The contracting officer 

\ 

must consider all the factors affecting the reasonable- 
ness of the total proposed price, such as the technical, 
production or financial risk assumed, the complexity of 
work, the extent of competitive pricing, and the 
contractor' s record for efficiency, economy and ingenuity, 
as well as available Cost estimates. He must be free 
to bargain for a total price which equitably distributes 
the risks between the contractor and the Government and 
provides incentives for efficiency and cost reduction. 
j^In negotiating such a price, it is not possible to 
j identify the treatment of specific cost elements since the 
bargaining is on a total price basis. 
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(C) In view of the considerations set forth above, the 
contracting officer: will not be required to specifically 
evaluate and explain the treatment accorded each 
individual item of cost in substantiating the justi- 
fication of a price, 

(D) Part 2 is not prescribed by this regulation for 
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7 incorporation in fixed-price incentive and redeteminable ( - 
v type contracts. While recognizing the significance of 
costs in the establishment of prices under these types 
of contracts, the use of cost principles in such 
situations must be flexible because the problem is 
one of negotiating a fixed price rather than the ? 
determination of allowable or unallowable costs, ; ' 

Since fixed-price incentive and redetezminable type 


contracts are basically of the fixed-price type, 
nothing in this Part 2 shall be construed as preventing 
the submission by contractors of requests for considera- 
tion of any item which is considered by the contractor 
to contribute to performance of the contract. Such 
requests shall be in addition to and shall be 
specifically excluded from the development and submission 
of cost data and price analysis contemplated by 
ASPR 15-101. l(iv) below. Such information may be taken 
into consideration by the Contracting Officer in 
determining the overall price to the extent appropriate 
to the circumstances of the particular procurement. 
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(iii) By contracting officers in the negotiation of firm fixed-price^ v 
^1' ; type contracts. 

A- In negotiating firm fixed-price type contracts, (including 
those containing escalation provisions) and the 
non-cost-reimbursement portion of time and materials 
contracts, the use of cost analysis as a pricing aid is 
ordinarily not necessary. Accordingly, utilization of 
the cost principles set forth in this Part 2 is not 
appropriate. In some situations, the various techniques 
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n 


! of pricing enumerated in ASFR Section III, Part 8, will 






not be adequate. In these instances, cost estimates can 
be of assistance in the negotiation of a fair and reasonable 
price; however, primary concern is with the level of 
estimated cost and secondarily with the types of costs 
included in the estimates. These cost estimates w ill 
usually require evaluation primarily on a cost 
basis, e.g., the reasonableness of the total labor 
estimate giving consideration to total estimated manhours 
or the reasonableness of the overhead figures on a rate 
basis. In this connection, the general principles set 
forth in ASPR 15-201, 15-202 and 15-203 should be 
utilized to the maximum degree practicable. 

(iv) By contractors, prospective contractors, and subcontractors, 
as a basis for the development and submission of cost data 
and price analyses to contracting officers for the purpose 



of negotiating estimated costs under cost-reimbursement type 

■/-j - contracts or prices under fixed-price type contracts, with 

the exception of those proposals expected to lead to the 

negotiation of firm fixed-prices where the prices are to be 

established prior to or at the outset of the work. The 

above exception includes fixed-price contracts containing 

escalation provisions and the non-co st-reimbursement portion 

of time and materials contracts, 

(▼) By the Audit Agencies in their advisory capacity of 

MVict 

providing accounting^in the situations enumerated in (iv) 
above. 
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Part 1 - Applicability 

15-101 Scope of Part * This Part prescribes the use of the cost 
principles and standards set forth In the several succeeding Parts of 
this Section in contracting and subcontracting and delineates the nature 
of such use under different circumstances* 

15-101*1 Use* Part 2 Is prescribed for use: 

(i) As a contractual basis, by Incorporation by reference In the 
contract, for determination of: 

(A) reimbursable costs under cost-reimbursement type contracts 
Includ in g cost-reimbursement type subcontracts thereunder, 
the cost-reimbursement portion of time and materials 
contracts and costs of terminated cost— reimbursement contracts* 
(li) With respect to (i) above the decisions set forth In this Bart 2 
as to unallovability have been dictated by a variety of reasons. 
Includin g the administrative difficulty of controlling certain 
expenditures. Accordingly, nothing in this Part 2 shall be 
construed as preventing the submission by contractors of 
requests for special consideration of any e^enses for vh-t-h 
the contractor would not otherwise be reimbursed* Such 
requests shall be In addition to and shall be specifically 
ex c l u d e d from the development and submission of cost data* 

In determining the fee to be paid, contracting officers are 
authorized where they consider it ap p r o p riate to do so to 
Include a factor which will give recognition to any legitimate 
contractor expenses when such expenses are reasonable under the 
circumstances of particular procurements* 


(ill) Older fixed, price type contracts the objective is the 

negotiation of a mutually satisfactory price or settlement 
rather t ha n the determination of allowability or lmni t t - t t y 

of Individual cost items. Accordin g l y , unde r s uch fixed 
price type contracts, the principles in this part are 
intended to afford general guidance only to (a) contractors 
in the preparation and submission of cost representations, 

(b) auditors in the rendition of advisory audit reports, 
and (c) contracting officers in their considerations of 
cost data incident to the negotiation of contract prices. 

15-101.2 "Allowable" and "Unallowable" in Connection wr«^ price 
>frpe Contracts. As used in ASFR, Section XV, Part 2, the wards "allowable," 
"unallowable, " and the like, shall. In connection with any fixed-price type^ ^ 
contract, mean "acceptable, " "unacceptable," and the like. 





Part 7 - Fixed-Price Type Contracts 

15-700 Scope of Part . This Part sets forth the guidelines to be 
used for the evaluation of costs in negotiated fixed-price type contracts, 
including terminations thereof, in those instances where such evalu ation 
is required to establish prices for such contracts . “Fixed-price type" 
contracts include, for purposes of this Part, the followings 

(i) firm fixed-price cnntracts (AS PR 3-1*03.1) 

(ii) fixed-price contracts with escalation (ASPR 3-1*03,2) 

(iii) fixed-price contracts providing for the redetermination 
of price (AS HI 3-U03.3) 

(iv) fixed-price incentive contracts (ASPR 3-1*03.1*) 

(v) non-c ost-reimbursable portion of time and materials > 
contracts (ASPR 3-1*05.1) 

15-701 Ba sic Considerations, (a) Under fixed-price type contracts, 
prices, not separate elements of cost plus profit, are to be negotiated. 

A negotiated price is the basis for payment to a contractor under fixed- 
price type contracts; allowable costs are the basis for reimbursement 
under cost-reimbursement type contracts. Accordingly, the policies and 
procedures of ASPR Section III, Part 8, are governing and shall be followed 
In the negotiation of fixed-price type contracts. 

(b) As recognized in ASPR Section III, Part 8, there are within 
the fixed-price type category of contracts certain situations, fi&r, 
incentive and redeterminable contracts, in which costs are a significant 
factor in the negotiation of prices. In such situations, costs must be 
submitted by contractors, evaluated by the Government, and used as 


appropriate in negotiating fair and reasonable prices. However, since 
jha basic objective, even in these situations, is the negotiation of a 
price rather than the determination of allowable and unallowable costs, 
the use of cost principles must be flexible* 

15-702 Cost Principles and Their Use, (a) When, pursuant to 
AXPR 15-701, costs are to be considered in fixed-price type contracts. 
Section XV, Part 2, shall be used to provide general guidance in the 
consideration of cost data in conjunction with other pertinent considerations 
as set forth more fully in AS PR Section III, Part 8, required to establish 
a fair and reasonable price* 

(b) In using Part 2 of this Section XV for general guidance, 
contracting officers are not necessai^ly required t^^ ^cificall^evaluate^ } 
each individual item of cost (as is required for cost-reimbursement type 
contracts) in establishing a price; nor shall they be required, in sub- 
stantiating or justifying a negotiated price, to explain the treatment 
accorded each such item of cost. Notwithstanding the above, contracting 
officers are required to fully substantiate and justify any negotiated 


price, in ' nu3 9» *> da n e< with Uuif p rliilllg "COLUniqueo ' oot •£■ in AfilTl JmQOftr 

•_ 3 - fll). 
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SECTION XV 

CONTRACT COST PRINCIPLES 

15-000 Soope of Seotion# This Seotion contains general cost principles 
and standards in connection with (i) the determination of historical oosts, 

(ii) the preparation and presentation of cost estimates by contractors and 
subcontractors, and (iii) the review, audit and evaluation of oost data; in 
the negotiation and administration of Government contracts and subcontracts 
thereunder# 

Part 1 - Applicability 

15-100 Soope of Part# This Part prescribes the oiroumstanoes under which 
the oost principles and standards set forth in the several succeeding Parts 

of this Seotion shall be used in contracting and subcontracting and the nature 
of that use# 

15-101 Applicability of Part 2# (a) General # In all oontraots desoribed 

in ASPR 15-200, ASPR, Section XV, Part 2, shall* 

(i) be incorporated by reference so as to provide the contractual 
basis for ascertaining — 

(A) reimbursable oosts under oost-reimbursement type contracts 
and the oost-reimbursement portion of time and materials 
oontraots, and 

(B) oosts whioh will be allowed by the oontraoting officer in 
unilaterally determining the amount due the contractor 
under a fixed-prioe type oontraot terminated for the 
convenience of the Government or a terminated oost- 
reimbursement type oontraot} 
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(ii) serve as the basis for ~ 

(A) the development and submission of cost data and price 
analyses by oontraotors and prospective contractors in 
support of prioing, repricing, negotiated overhead 
rates, requests for progress payments, and termination 
settlement proposals; 

(B) the evaluation of oost information by oontraoting 
officers in the negotiation and administration of 
contracts, whenever such information becomes a factor 
in pricing, reprioing, establishing overhead rates, 
disposing of requests for progress payments, or settle- 
ment of termination claims by agreement) 

(c) the resolution of questions of aooeptability of f 

speoifio items of cost in retrospective prioing; 

(D) audit reports prepared by audit agencies in their 

advisory oapaoity of providing accounting information; and 
(iii) serve as a guide for the resolution of questions of acceptability 
of speoifio items of oosts in forward pricing when such costs 
have become an issue* 

t ■ 

(b) Use in Retrospective Prioing and Settlements* In negotiating firm 
fixed prioes or settlements for work whioh has been completed or substantially 
completed at the time of negotiation (e.g., final negotiations under fixed- 
price incentive contract, re determination of prioe after completion of the work, 
negotiation of final overhead rates, or negotiation of a settlement agreement 
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under a oontraot terminated for the convenience of the Government), the treat- 
ment of oosta is a major factor in arriving at the amount of the price or settle 
ment* Aooordingly, AS PR, Section XV, Part 2, shall serve as the basis for 
the development and evaluation of cost data, and in any event for the resolu- 
tion of questions of acceptability of costs in retrospective pricing. However, 
the finally agreed price or settlement represents something more than the sum 
total of aooeptable costs, sinoe the final price accepted by e aoh party does not 
neoessarily reflect agreement on the evaluation of eaoh element of cost, but 
rather a final resolution of all issues in the negotiation process, 

Co) foe in Forward Pricing, To the extent that costs are a faotor in 
forward pricing, ASPR, Seotion XV, Part 2, shall apply to the development and 
evaluation Of oost data. The extent to which oosts influence forward pricing 
varies greatly from oase to oase. In negotiations oovering future work, aotual 
costs cannot be known and the importance of oost estimates depends on the oir-. 
oumstances. The oontraoting offioer must consider all the faotors affeoting the 
reasonableness of the total proposed price, suoh as the technical, production 
or financial risk assumed, the ocmplexity of work, the extent of competitive 
prioing, and the contractor f s reoord for efficiency, eoonomy and ingenuity, as 
well as available cost estimates. He must be free to bargain for a total prioe 
whioh equitably distributes the risks between the contractor and the Government 
and provides incentives for efficiency and oost reduction. In negotiating such 
a prioe, it is not possible to identify the treatment of speoifio cost elements 
sinoe the bargaining is on a total prioe basis. Thus, while Part 2 will be used 
to develop and evaluate oost data, it will not control negotiation of prices for 
work to be performed in the future (e.g., negotiation of a firm fixed-price 
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oontraot an intermediate price revision covering, in whole or important part, ^ 
■ work whioh is yet to be performed, or a target price under an incentive oontraot 
Nevertheless, when the question of acceptability of a specif io item of cost 
beoomes an issue. Part 2 will serve as a guide for the resolution of the issue# 
( d ) "Allowable" and "Unallowable" in Connection with Fixed- Prioe Type 
Contracts, A a used in ASPR, Seotion XV, Part 2, the words "allowable," "unal- 
lowable," and the like, shall, in oonneotion with any fixed-price type contract, 
mean "acceptable," "unacceptable," and the like# 

Part 2 - Principles and Standards Applicable 
to Suppljf, Service, and Research 
Development Contracts with Commercial 
Organizations 

.i. 5 ~. 20 ,P. Scope of Part# This Part oontains, for use in aooordanoe with the 
provisions of ASPR 15-101, general principles and standards for the evaluation 
and determination of oosts in oonneotion with supply, servioe, and research and^ 
development contracts, other than (i) such oontraots with educational or other 
nonprofit institutions, (ii) oonstruotion oontraots and contracts for architect^ 
engineering services related to oonstruotion, and (iii) facilities oontraots and 
clauses in supply or service oontraots providing for the furnishing of facilities 

15-201 Basio Considerations# 

15-201.1 Composition of Total Cost. The total cost of a oontraot is the 
sum of thie allowable direot and indireot oosts allocable to the oontraot, in- 
ourred or to be incurred, less any allooable oredits. In ascertaining what 
constitutes oosts, any generally aooepted method of determining or estimating 
oosts that is equitable under the oirounstanoes may be used, including standard 
oosts properly adjusted for applicable varianoes. 
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15-201,2 F a otors Af footing Allowability of Costs, Factors to be oonsidered 
in determining the allowability of individual items of cost inolude (i) reason- 
ableness, (ii) allooability, (iii) application of those generally aooepted 
accounting principles and practices appropriate to the particular oiroumstanoes, 
(iv) significant deviations from the established practices of the contractor 
which would substantially increase the oontraot oosts, and (v) any limitations or 
exclusions set forth in this Part 2, or otherwise inoluded in the oontraot as to 
types or amounts of cost items, 

15-201.3 Definition of Reasonableness, A cost is reasonable if, in its 
nature or amount, it does not exoeed that whioh would be inourred by an ordi- 
narily prudent person in the oonduot of competitive business. The question of 
the reasonableness of speoifio costs must be scrutinized with particular oare in 
oonneotion with companies or separate divisions thereof whioh are not subject to 
competitive restraints because the preponderance of their business is with the 
Goverment or beoause of any other reason, Tttiat is reasonable depends upon a 
variety of considerations and oiroumstanoes involving both the nature and amount 
of the oost in question. In determining the reasonableness of a given cost, 
consideration shall be given to* 

(i) whether the cost is of a type generally recognized as ordinary 
and neoessary for the oonduot of the contractor’s business and 
the performance of the oontraot i 
(ii) the restraints or requirements imposed by suoh faotors as 

generally aooepted sound business praotioea, arm*s length bar- 
gaining, Federal and state laws and regulations, and oontraot 
terms and specifications} and 
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(ill) the aotion that a prudent business man would take in the air- 
oumstanoes, considering his responsibilities to the owners of 
the business, his employees, his customers, the Government and 
the publio at large* 

15-201*4 Definition of Allocability* A oost is allooable if it is assign- 
able or ohargeable to a particular oost objective, such as a oontract, product, 
product line, prooess, or class of customer or activity, in aooordanoe with the 
relative benefits received or other equitable relationship* Thus, a oost is 
allooable to a Government oontract if iti 

(i) is inourred specifically for the oontracti 

(ii) benefits both the oontraot and other work or both Government 
work and other work and oan be distributed to them in reason- 
able proportion to the benefits received; or ...... 

(iii) is neoessary to the over-all operation of the business, 

although a direct relationship to any particular oost objective 
oannot be shown* 

15-201*15 Credits* The applicable portion of any actual or anticipated 
income, rebate, allowance, and other credit relating to any allowable oost, re- 
ceived, by or aooruing to the oontraotor, shall be oredited to the Government 
either jas a cost reduction or by oash refund, as appropriate* 

15-202^ Direot Costa* 

(a) A direct cost is any oost inourred or to be inourred solely for the 
benefit of a single oost objective* Classification of an item as a direot cost 
is not determined by its incorporation in the end produot, as material or labor* 
Costs incurred or to be incurred solely for the benefit of the oontraot are direot 
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costs of the contract and are to be charged directly thereto ® Costs incurred 
solely for the benefit of other work of the contractor are direct costs of that 
work and are not to be charged to the contract directly or indirectly® 

(b) This definition shall be applied to all items of cost of significant 
i'-J amount regardless of the established accounting practices of the contractor 

unless the contractor demonstrates that the application of his current practice 

achieves substantially the same results® Direct cost items of minor amount may 
be distributed as indirect costs as provided in A3FH Ll***202o 
- 15-203 Indirect Costs 

(a) An in di r ect cost is any cost incurred or to be incurred for the benefit 
of more than one cost objective® Minor direct cost items may be considered to be 
indirect costs for reasons of practicality® After direct costs have been deter* 
mined and charged directly to the contract or other work as appropriate* indir ect 
costs are those re m a in i n g to be allocated to the several classes of work® 

(b) Indir ect costs shall be accumulated by logical cost groupings with 
due consideration of the reasons for Incurring the costs which are in turn d l 9 — 
trlbuted to the cost objectives® Each grouping should be determined so as to 
permit distribution of the grouping on the basis of the benefits accruing to the 
several cost objectives® Commonly* manufacturing overhead* selling expenses* and 
general , and administrative expenses are separately grouped® Similarly* the par- 
ticular case may require subdivisions of these groupings; e«g®* buiUing occupan- 
cy costs might be separable from those of personnel administration wi thin the 
manufacturing overhead group® The number and composition of the gro uping s 

be governed-. fej. practical conaldefatioffl atfi shoe!* be such as not^to'bkduly coi. 

plioate the aHdcatltn where substantially the ease results are aohieved through 
less precise methods® 
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(c) Each cost grouping shall be distributed to the appropriate cost ob^ 
tives,, This necessitates the selection of a distribution base common to all 
cost objectives to -which the grouping is to be allocated* The base shouH be 
selected so as to permit allocation of the grouping on the basis of the benefits 
accruing to the several cost objectives* This principle for seleoi on is not to 
be applied so rigidly as to unduly complicate the allocation where substantially 
the sane results are achieved through less predise methods* 

(d) The method of allocation of indirect costs must be based on the 

ti collar circumstaa ces involved* The method shall be in accord with those gen- 
ie 

orally acoepted a ccounting principles which are applicable in the circumstances* 
The contractor's established practices, if in accord with such generally accepted 
accounting principles, shall be acceptable* However, the methods used by the 
contractor may require reexamination whens 

(i) any substantial difference occurs between the cost patterns 

of work under the contract and other work of the contractor; or 

(ii) any significant change occurs in the nature of ithe business, 
the extent of subcontracting, fixed asset Improvement programs, 
the inventories, the volume of sales and production, manufacturing 
processes, the contractor's products, or other relevant 
drcumstaices* 

(e) A base period for allocation of Indirect costs is the period dirlng 
which such costs are incurred and accumulated for distribution to work performed 
in that period* The base period or periods shell be so selected as to represent 
the period of contract performance and shall be sufficiently long to avoid 
inequities in the allocation of costs, but normally no longer than one year* __ 
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When the contract is performed over an extended period of time, as many 
such base periods will be used as will be required to represent the period 
of contract performance. 

15-204 Application of Principles and Standards. 

15-204. 1 General . 

(a) Costs (including those discussed in ASPR 15-204.2) shall not be 
allowed except to the extent that they are reasonable (see ASPR 15-201.3 ), 
allocable (see ASPR 15-201.4), and determined to be allowable in view of the 
other factors set forth in ASPR 15-201.2 , 

(b) The extent of allowability of the selected items of cost covered 
in ASPR 15-204.2 has been stated to apply broadly to many accounting systems 

in varying contract situations. Thus, as to any given contract, the reasonable- 
ness and allocability of certain items of cost may be difficult to determine, 
particularly in the case of contractors whose business is predominantly or 
substantially with the Government. In order to avoid controversy and 
possible subsequent disallowance based on unreasonableness or non-allocabil- 
ity, the extent of allowability of such costs should be specifically dis- 
cussed" and agreed to in advance of the contractor's incurring of such costs 
under' cost-reimbursement type contracts, fixed-price incentive contracts, and 
fixed-price contracts subject to price redetermination. Any such agreement 
should be incorporated in cost-reimbursement type contracts or made a part 
of the contract file in the case of negotiated fixed-price type contracts, 
and should govern the cost determinations covered thereby throughout the 
performance of the related contract. Such items of cost include: 
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(i) use charges for fully depreciated assets (AS PR 15-20l*.2(i)(6; 

(ii) food and dormitory service furnished without cost to 

employees or involving significant losses (ASPR 15-201*. 2 (n)) \ 

(iii) deferred maintenance costa (ASPR 15-201*. 2 (t) (l) (ii)) - 

(iv) pre-contract costs (ASPR 15-201*. 2 (dd) ) j 

(v) research and development costs (ASPR l5-20l*.2(ii)(6) ) j 

(vi) royalties (ASPR 15-20l*.2 (jj))j 

(vii) selling ?nd distribution costs (ASPR l5-20l*.2(klc)(2)) j and 
(viii) travel costs, as related to special or mass personnel move- 
ment (ASiR 15-201*. 2 (ss) (5) ) . 

(c) Selected items of cost are considered in ASPR l5-20l*.2. However, 
ASPR 15-201*.2 does not cover every element of cost and every situation that 
might arise in a particular case. Failure to treat any item of cost in / - 
ASIR 15-201*. 2 is not intended to inply that it is either allowable or unallow- 
able. l-'ith respect to all items, whether or not specifically covered, deter- 
mination of allowability shall be based on the principles and standards set 

forth in this Part and, where appropriate, the treatment of similar or related 
selected items. 

15-201*. 2 Selected Costs . 

(a) Advertising Coats . 

(l) Advertising costs include the cost of advertising media arxi 
corollary administrative costs. Advert.. sing madia include magazines, news- 
papers, radio and television program, direct mail, trade papers, outdoor 
advertising, dealer cards and window displays, conventions, exhibits, free 
goods and samples, and sales literature. The following advertising costs are 
allowable: f 
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bonds as bid, performance, payment, advance payment, infringement, and fidelity 
bonds. 

(2) Costs of bonding required pursuant to the terms of the contract 
are allowable. 

(3) Costs of bonding required by the contractor in the general con- • 
duct of his business are allowable to the extent that such bonding is in 
accordance with sound business practice and the rates and premiums are reasonable 
under the circumstances. 

(e) Civ 11' Defense Cdstb:. 

(1) Civil defense costs are those incurred in piann-twg f 0I >, and the 
protection of life and property against, the possible effects of enemy attack. 
Reasonable costs of civil defense measures (including costs in excess of 
plant protection costs, first-aid training and supplies, fire fighting training 
and equipment, posting of additional exit notices and directions, and other 
approved civil defense measures) undertaken on the contractor's premises pursuant 
to suggestions or requirements of civil defense authorities are allowable when 
allocated to all work of the contractor. 

(2) Costs of capital assets under (1) above are allowable through 
depreciation in accordance with (i) below. 

(3) For contributions to local civil defense funds and projects, see 
(h) below. •' 

(f) Compensation for Personal Services. 

(1) General. a. Compensation for personal services Includes all 
remuneration paid or accrued, in whatever form and whether paid immediately or 
deferred, for services rendered by employees to the contractor during the period 

of contract performance. It includes, but is not limited to, salaries, wages, 
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advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed In journals which are 
valuable for the diss emina tion of technical information 
within the contractor's industry; and 
(il) help wanted advertising, as set forth in (gg) below, when 

• 4 

considered in conjunction with all other recruiting costs. 

# 

(2) All other advertising costs are unallowable. 

(b) Bad Debts . Bad debts, including losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 

(c) Bidding Costs. Bidding costs are the costs of preparing bids or 

proposals on potential Government and non-Goverament contracts or projects, 
including the development of engineering data and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally be treated as indirect costs and allocated currently to all 

business of the contractor, in which event no bidding costs of past account- 
i ng periods shall be allocable in the current period to the Government con- 
tract'; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, the 
results obtained may be accepted only if found to be reasonable and 
equitable. 

(d) Bonding Costa. 

(1) Bonding costs arise when the Government requires assurance 

against financial loss to itself or others by reason of the act or default of 

the contractor. They arise also in instances where the contractor requires 

similar assurance. Included are such 

11 


Draft 

10 September 57 
Revised 10/1/57 

directors' and executive committee members’ fees, bonuses, incentive awards, 
employee stock options, fringe benefits, and contributions to pension, annuity, 
stock-bonus and profit-sharing plans. Except as otherwise specifically provided 
in this paragraph (f), such costs are allowable to the extent that the total 
compensation of individual employees is reasonable for the sorvices rendered. 

b. Compensation is reasonable to the extent that the total amount 
paid or accrued, is commensurate with compensation paid under the contractor’s 
established policy and conforms generally to compensation paid by other con- 
tractors of the same sizo, in the same industry, or in the same geographic area, 
for similar services. Compensation will be particularly scrutinized to determine 
whether the compensation is reasonable in amount and is for actual personal 
sorvices, rather than a distribution of profits, when paid (i) to owners of 
closer-held corporations, (ii) to partners and sole proprietors, (iii) to 
members of the immediate families of persons within (i) and (ii), above, or (iv) 
to persons who are committed to acquire a substantial financial interest in the 
contractor’s enterprise. In addition, compensation expenses must be particularly 
scrutinized in light of the presence or absence of the restraints occurring in 
the conduct of competitive business. 

c. Compensation for services rendered paid to partners and sole 
proprietors in lieu of salary will bo allowed to the extent that it is reason- 
able and does not constitute a distribution of profits. 

d. In addition to the general requirements sot forth in a through c 
above, certain forms of compensation are subject to further requirements as 
specified in (2) through (ll) below. 
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(2) Salaries and Wages . Salaries and wages for current services /- — 

' ‘ / 

include gross compensation paid to employees in the form of cash, products, o*- 
services, and are allowable subject to the qualifications of (y) below. 

(3) Cash Bonuses and Awards . Cash bonuses, suggestion awards, and 
safety awards, based on production, cost reduction, or efficient management or 
performance, are allowable to the extent paid or accrued pursuant to an 
agreement entered into in good faith between the contractor and the employees 
before the services were rendered, or purahant to an established plan followed 
by the contractor so consistently as to imply, in effect, an agreement to 
such payment. 

(4) Bonuses and Incentive Compensation Paid In Stock . Costs of 
bonuses and incentive compensation paid in the stock of the contractor or of an 
affiliate are allowable to the extent set forth in (3) above (including the 
incorporation of the principles of paragraph (7) below for deferred bonuses 
and Incentive compensation), subject to the following additional requirements: 

(i) valuation placed on the stock shall be the fair market value, 
determined upon the most objective basis available; and 
(il) accruals for the cost of stock prior to the issuance of such 
stock to the employees shall be subject to adjustment 
according to the possibilities that the employees will not 
receive such stock and their interest in the accruals w ill 
be forfeited. 

Such costs otherwise allowable are subject to adjustment according to the 
principles set forth in (7)c. below. (But see ASER 15-204.1 (b).). 

(5) Stock Options . The cost Of options to employees to purchase 

stock of the contractor or of an affiliate are unallowable. /" 

(6) Profit Sharing Plans . For purposes of these principles, profit 
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sharing plans are divided into two types, namely, immediate payment plans and 

deferred distribution plans. Immediate payment plans include those which provide 
for payment (of the profits being distributed) to the individual officers and 
employees shortly after determination of the amount due to each rather than after 
a lapse of a stated period of years or upon the retirement, death or disability 
of the individual officers and employees . Deferred distribution plans include 
those which provide for payment (of the profits being d istributed) into a separate 
bank account or fund usually under the control of a trustee, for disbursement to 
the individual officers and employees after. a stated period of years or upon their 
retirement, death or disability. Profit sharing plan costs under plans of the 
immediate distribution typo are unallowable. Profit sharing plan costs under 
plans providing for deferred distributions will be allowable, subject to the pro - 
-is ions of paragraph (7 ) below, only in those cases and to the extent the distri- 
butions of benefits are to bo made upon or after retirement, disability or death 
of the covered officers and employees. 

^7) Deferred Compensation. a_. As used heroin, deferred compensation in- 
cludes all remuneration, in whatever form, for services currently rendered, for 
which the employee is not paid until after the lapse of a stated period of years or 
the occurrence of other events as provided in the plans, except that it does not in- 
elude normal end of accounting period accruals. It includes (i) contributions to 
pension, annuity, stock bonus, and profit sharing plans, (ii) contributions to dis- 
ability, withdrawal, insurance, survivorship, and similar benefit plans, and ( ii i ) 
other deferred compensation, whether paid in cash or in stock. 

b. Deferred compensation, including profit sharing plan costs 
allowable under (6) above, is allowable to the extent that (i) it is for ser- 
ices rendered during the contract period; (ii) it is, together with' all 
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other compensation paid to the employee, reasonable in amount; (iii) it is pai^^ 
pursuant to an agreement entered into in good faith between the oontractor and - 
employees before the services are rendered, or pursuant to an established plan 
followed by the oontractor so consistently as to imply, in effeot, an agreement 
to make suoh payments; and (iv) for a plan whioh is subjeot to the Bureau of 
Internal Revenue, it falls within the oriteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue. (But see 
AS PR 15-204.1 (b).) 

o. In determining the oost of deferred compensation allowable 
under the oontraot, appropriate adjustments shall be made for oredits or gains 
arising out of both normal and abnormal employee turnover, or any other contin- 
gencies that can result in a forfeiture by employees of suoh deferred compen- 
sation. Adjustments shall be made only for forfeitures whioh direotly or in- 
directly inure to the benefit of the contractor; forfeitures which inure to th 
benefit of other employees oovered by a deferred compensation plan with no 
reduction in the contractor 1 s costs will not normally give rise to adjustment in 
oontraot costs. Adjustments for normal employee turnover shall be based on the 
oontraotor's experience and on foreseeable prospeots, and shall be reflected 
in the amount of oost currently allowable. Such adjustments will be unnecessary 
to the extent that the oontractor can demonstrate that its contributions take 
into ao count normal forfeitures. Adjustments for possible future abnormal for- 
feitures shall be effected according to the following rules * 

(i) abnormal forfeitures that are foreseeable and which can 
be currently evaluated with reasonable accuracy, by 
actuarial or other sound computation, shall be reflected 
by an adjustment of ourrent costs otherwise allowable; and f 
(ii) abnormal forfeitures, not within (i) above, may be made 

the subjeot of agreement between the Government and the 
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contractor either as to an equitable adjustment or a 
method of determining such adjustment, 
d. In determining whether deferred compensation is for services 
rendered during the contract period or is for future services, consideration • 

r :{ . .. • 

shall be given to conditions imposed upon eventual payment, such as, requirements 
of continued employment, consultation after retirement, and covenants not to com- 
pete. Similar consideration should be given to the cost of past service credits 
of pension and annuity plans. 

(8) Fringe Benefits . See (o). 

(9) Overtime, Extra-Pay Shift and Mult l^Shif t Premiums. See (y). 

(10) Training and Education Expenses. See (qq). 

(11) Insurance and Indemnification. See (p). 

(g) Contingencies . 

(1) A contingency is a possible future event or condition arising 
from presently known or unknown causes, the outcome of which is indeterminable 
at a present time. 

(2) In historical costing, i.e., costing as related to past events or 
experience, contingencies are not allowable. 

( 3 ) In connection with estimates of future costs, contingencies fall 
into two categories; 

(i) those which may arise from presently known and existing 
conditions, the effects of which are foreseeable within 
reasonable limits of accuracy; e.g., anticipated costs of 
rejects and defective work; in such situations whore they 
exist, contingencies of this category are to bo included in- 
the estimates of future cost so as to provide the best 
estimate of performance costs, and 

« ' : '* 
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(ii) those which may arise from presently known or unknown 
conditions, the effeot of which cannot be measured so 
precisely as to provide equitable results to the con- 
tractor and to the Government! e.g., results of pending 
litigation, and other general business risks. Contin- 
gencies of this oategory are to be exoluded from oost 
estimates under the Beveral items of cost, but should 
be disolosed separately, including the basis upon which 
the contingency is computed in order to facilitate the 
negotiation of appropriate contractual ooverage (see, for 
example, (p), (t), and (mm) below) 0 

Contribut ions and Donations, , Contributions and donations are 
unallowable. 

(i) Depreciation. 

(1) Depreciation is a oharge to ourrent operations whioh distributes 
the oost of a tangible oapital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logioal manner. It does 
not involve a process of valuation. Useful Uf 9 has reference to the prospective 
period of eoonomio usefulness in the particular contractor's operations as dis- 
tinguished from physical life. 

(2) Normal depreciation on a Contractor's plant, equipment, and other 

oapital facilities is an allowable element of contract oosti provided that the 
amount thereof ia computed* 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Seotion 167 of the Internal 
Revenue Code of 1964); or ^ 
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(ii) in the oase of nonprofit or tax-exempt organizations , upon 
a property oost basis which oould have been used by the 
contraotor for Federal income tax purposes, had suoh 
organizations been subjeot to the payment of income tax? 
and in either case 

(iii) by the oonsistent application to the assets oonoerned of 
any generally aocepted accounting method, and subjeot to 
the limitations of the Internal Revenue Code of 1954, 
inoluding -- 

(A) the straight line method; 

(B) the decl ining balanoe method, using a rate not 
escoeeding twioe the rate whioh would have been 
used had the a nnu al allowanoe been oomputed under 
the method desoribed in (A) above i 

(c) the sum of the years— digits method; and 
(D) any other oonsistent method productive of an annual 
allowance whioh, when added to all allowances for 
the period commencing with the use of the property 
and. inoluding the current year, does not, during the 
first two— thirds of the useful life of the property, 
exoeed the total of suoh allowances whioh would have 
been used had suoh allowances been oomputed under the 
method desoribed in (B) above* 

(3) Depreciation should usually be allocated to the oontract and 
other work as an indireot oost* The amount of depreciation allowed in any 
accounting period may, oonsistent with the basio objectives set forth in (l) 
above, vary with volume of produotion or use of multi-shift operations* 
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(4) In the oasa of emergency facilities covered by certificates of^~^ 
necessity, a contractor may eleot to use normal depreciation without requesting 
a determination of "true depreciation" or may eleot to use either normal or 
"true depreciation" after a determination of "true depreciation" has been made 
by an Emergency Facilities Depreciation Board. The method eleoted must be 
followed consistently throughout the life of the emergency facility. Where 
an election is made to use normal depreciation, the amount thereof for both the 
emergency period and the post-emergenoy period shall be oomputed in aooordanoe 
with (2) above. Where an eleotion is made to use "true depreciation," the 
amount allowable as depreciations 

(i) with respeot to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depredation Boards and 
(ii) after the end of the emergency period, shall be oomputed bf^^ 
distributing the remaining undepreciated portion of the oost 
of the emergency f aoility over the balance of its useful life 
(but see (6) below); provided the remaining undepreciated 
portion of suoh cost shall not inolude any amount of un— 

- recovered "true depredation." 

?' Depreciation on idle or exoess facilities shall not be allowed 

except on suoh facilities as are reasonably neoessary for current and immedi- 
ately prospective production. 

(6) No depredation, rental, or use oharge shall be allowed on the 
oontraotor *s assets which have been fully depredated when a substantial portion 
of suoh depreciation was on a basis that represented, in effect, a reoovery 
thereof as a oharge against Government contracts or subcontracts. Otherwise, a^^\ 
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mutually agreed upon use oharge may be allowed, (But see ASPR 15-204,1 (b),) 

In determining this oharge, consideration should be given to oost, total esti- 
mated useful life at time of negotiation, and effeot of any inoreased maintenance 
oharges or decreased effioienoy due to age, 

(j) Employee Morale, Health, and Welfare Costs and Credits, Reasonable 
posts of health and welfare activities, suoh as house publications, health or 
first-aid olinics, reoreational aotivities, and employee counseling aervioes, 
inourred, in aooordanoe with the oontraotor's established praotioe or oustom in 
the industry or area, for the improvement of working oonditions, employer- 
employee relations, employee morale, and employee performance, are allowable, 

Suoh oosts shall be equitably allocated to 
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all work of the contractor* Income generated from any ef these activities she / ^^\ 
be oredited to the oosts thereof unless suoh income has been irrevocably set over 
to employee welfare organizations* 

(k) Entertainment Costs* Costs of amusement, diversion, social activities 
and incidental oosts relating thereto, suoh as meals, lodging, rentals, -tr ans por- 
tation, and gratuities, are unallowable (but see ( j) and (pp))« 

(l) Exoess Facility Costs* Costa of maintaining, repairing, and housing 
idle and excess oontraotor-owned faoilities, except those reasonably necessary 
for ourrent and immediately prospective production purposes, are unallowable* 

The oosts of excess plant oapaoity reserved for defense mobilization production 
shall be the subjeot of a separate oontraot* 

(m) Fines and Penalties* Costs resulting from violations of, or failure 
of the oontraotor to oomply with. Federal, State, and looal laws and regulations-^, 
are unallowable except when inourred as a result of compliance with speoifio 
provisions of the oontraot, or instructions in writing from the oontraoting 

of fioe* • 


(n) Food Service and Dormitory Costa and Credits* Food and dormitory 
servioes include operating or furnishing faoilities for cafeterias , dining rooms, 
canteens, lunoh wagons, vending machines, living aooommodations or similar types 
of servioes for the oontraotor , s employees at or near the oontractor*s faoilities^ 
Reasonable losses from the operation of suoh services are allowable if they are 
allocated to all activities served* Where it is the polioy of the contractor to 
operate suoh services without ooet to- the employee, reasonable, oosts of suoh 
operations are allowable if they are allocated to all activities served* (But 
see ASPR 15-204*l(b).) Profits (exoept profits irrevocably set over to an em- 
ployee welfare organization of the contractor in amounts reasonably useful for^ 
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the benefit of the employees at the site or sites of oontraot performance) 

‘ ' * ' l 

acoruing to the oontraotor from the operation of these servioes, whether operated 
by the oontraotor or by a concessionaire, shall be treated as a oredit, and 
allocated to all activities served# 

(«) Fringe Benefits# Fringe benefits are allowances and servioes pro- 
vided by the oontraotor to its employees as compensation in addition to regular 
wages and salaries. Costs of fringe benefits, such as pay for vd^atidafl 0 libli*» 
days, siok leave, military leave, employee insurance and supplemental employment 
benefit?! plans, are allowable to the extent required by law, employer-employee 
agreement, or an established policy of the oontraotor# 

(p) Insurance and Indemnification# 

(l) Insurance inoludes (i) insurance whioh the oontraotor is required 
to carry, or whioh is approved, under the terms of the oontraot, and (ii) any 
other insuranoe which the oontraotor maintains in connection with the general 
oonduot of his business# 

a# Costs of insuranoe required or approved, and maintained, pur- 
suant to the oontraot, are allowable# 

b# Costs of other insuranoe maintained by the oontraotor in con- 
nection with the general oonduot of his business are allowable subjeot to the 
following limitations t 

(i) types and extent of coverage shall be in accordance 

with sound business praotioe and the rates and premiums 
shall be reasonable under the oiroumstanoes j 
(ii) costs allowed for business interruption or other 
insuranoe shall be limited to exolude ooverage of 
profit, interest, and any other items of oost un- 
allowable under this Part? 
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(ill) oosts of insurance or of any contributions to any reserv*^^ 
covering the risk of loss of or damage to Government-owned 
property are allowable only to the extent that the Government 
shall have required or approved suoh oosts { 

(iv) contributions to a reserve for an approved self-insuranoe 
program are allowable to the extent that the types of 
ooverage, extent of ooverage, and the rates and premiums 
would have been allowed had insurance been purchased to cover 
the risks; and 

(v) oosts of insurance on the lives of offieers, partners, or 
proprietors are allowable to the extent that the insurance 
represents additional compensation (see (f) above)* 

o* Actual losses whioh oould have been oovered by permissible — 
insurance (through an approved self-insurance program or otherwise) are unallow 
able unless expressly provided for in the oontraot, exoept; 

(i) costs inourred beoause of losses not oovered under wom-twei 
deductible insurance coverage provided in keeping with 
sound business praotioe, are allowable; and 
(ii) minor losses not oovered by insurance, suoh as spoilage, 

breakage and disappearance of small hand tools, whioh oocur 
in the ordinary course of doing business, are allowable* 

(2) Indemnification inoludes seouring the contractor against liabili- 
ties to third persons and other losses, not compensated by insurance or otherwise. 
The Government is obligated to indemnify the contractor only to the extent ex- 
pressly provided for in the oontraot, except as provided in (l)o above. 

Merest and Othe r Financial Costs* Interest (however represented) , ^ 
bond discounts, oosts of financing and refinancing operations, legal and pro- 
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fessional fees paid in oonneotioa with the preparation of prospeotusea, ooats of 
preparation and issuance of stoolc rights, and oosta related thereto, are un- 
allowable exoept for interest assessed by State or looal taxing authorities undei 
the conditions set forth in (oo) below# (But see (x)# ) 

(r) Labor Relatio ns Co stap Costs incurred in maintaining satisfactory 
relations between the oontraotor and its employees, including oosts of shop 
stewards, labor management oemmittees, employee publications, and other related 
activities, are allowable# 

(s) Losses on Other Contracts# An exoess of oosts over inoome under any 
other oon tract (including the oontraotor 1 s contributed portion under oost-sharin; 
oontraots), whether such other oontraot is of a supply, researoh and development 1 
or other nature, is unallowable* 

(t) Maintenance and Repair Costs* 

(l) Costs neoessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent valut 
of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are to be treated as follows (but see AS PR 15- 
204.2 (i))j 

(i) normal maintenance and repair oosts are allowable; 

(it) extraordinary maintenance and repair costs are allowable, 
provided suoh are allocated to the periods to which appli- 
cable for purposes of determining oontraot oosts. (But 
see ASPR 15.204.1(b).) 
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(2) Expenditures for plant and equipment which, according to generally- 
accepted accounting principles as applied under the contractor’s established 
policy, should be capitalized and subjected to depreciation are allowable only 
on a depreciation basis* 

( u ) Manufacturing and Production Engineering Costs* Coats of manufactur- 
ing and production engineering, including engineering activities in connection 
with the following, are allowable* 


(i) current manufacturing processes such as motion and time 

study, methods analysis, job analysis, and tool design and 
improvement; and 

(^) ourrent production problems, suoh as materials analysis for 
production suitability and component design for purposes of 
simplifying production* 

(v) Material Costs* 

(l) Material costs include the oosts of suoh items as raw materials, 
parts, subassemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the oontraotor, and may include suoh collateral items 
as Inbound transportation and intransit insurance* In computing material costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(for correction of defective work, see the provisions of the oontraot or proposed 
oontraot relating to inspection and correction of defective work)* These oosts 
are allowable subjeot, however, to the provisions of (2) through (5) below* 
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(2) Costa of material shall be suitably adjusted for applicable por- 
tions of income and other credits, including available trade discounts, refunds, 

• rebates, allowances, and oash discounts, and credits for sorap and salvage and 
material returned to vendors. Such income and other oredits shall either be 
oredited directly to the cost of the material involved or be allocated (as 
oredits) to indirect oosts. However, where the contractor oan demonstrate that 
failure to take oash discounts was due to ciroumstanoes beyond his control, suoh 
lost discounts need not be so credited* 

(3) Reasonable adjustments arising from differences between periodio 
physio al inventory quantities and related material control reoords will be in- 
cluded in arriving at the coat of materials, provided suoh adjustments (i) do not 
inolude "write-downs" or "write-ups” of values and (ii) relate to the period of 
performance of the contract, 

(4) T3hen the materials are purchased ape o if ioally for and identifiable 
solely with performance under a contraot, the actual purohase cost thereof should 
be charged to the contraot* If material is issued from stores, any generally 
reoognized method of pricing suoh material is aooeptable if that method is con- 
sistently applied and the results are equitable* Til/hen estimates of material 
oosts to be incurred in the future are required, either our rent market priee or 
anticipated acquisition oost (if reasonably certain and determinable) may be 
used, but the basis of prioing must be disclosed* 

(5) Costs of materials, services, and supplies sold or transferred be- 
tween plants, divisions or organizations, under a common oontrol, ordinarily shall 
be allowable to the extent of the lower of oost to the transferor or current mar- 
ket prioe* However, a departure from this basis is permissible where (i) the 
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item is regularly manufactured and sold by the contractor through commercial 
ohannels and (ii) it is the contractor’s long-established praotice to price inter- 
organization transfers at other than cost for ocmmeroial work; provided that the 
charge to the contract is not in excess of the transferor’s sales price to its 
most favored customer for the same item in like quantity, or the current mar ket 
price, whichever is lower* 

( w ) Organization Costs* Expenditures, such as incorporation fees, at- 
torneys’ fees, accountants* fees, brokers’ fees, fees to promoters and organizers, 
in connection with (i) organization or reorganization of a business, or (ii) 
raising capital, are unallowable (see (q) above)# 

00 Other Business Expenses* Included in this item are such recurring 
expenses as registry and transfer oharges resulting from ohanges in ownership 


of securities issued by the contractor, cost of shareholders* meetings, normal 
proxy solicitations, preparation and publication of reports to shareholders, pre- 
paration and submission of required reports and forms to taxing and other regula- 
tory bodies; and incidental oosta of directors and committee meetings* The above 
and similar costs are allowable when allocated on an e quitable basis to all 
olasses of work* 

(yY Overtime, Extra Pay Shift and Multi-shift Premiums, 

(l) This item consists of the premium portion of overtime, extra pay 
shift and multi-shift payments to employees* Preferably such premiums should be 
separately identified and handled as indireot costs to be allocated to all work 
of the contractor* However, where it is the normal praotioe of the contractor to 
handle these premiums as direot oosts, suoh praotioe is aooeptable if it does not 
result in the Government absorbing a disproportionate share of oosts* The same 

z'"" 

considerations govern their inclusion in or exclusion from the base for overhea 
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distribution* Suoh premiums, when allowable, shall be equitably allooated in 
light of (i) the amount of suoh premium oosts allooated to non-Government work 
being concurrently performed in the oontraotor's plant and (ii) the faotors whioh 
necessitate the inourrence of the oosts* 

(2) Overtime, extra pay shift and multi-shift premium expenses may 
arise in two distinct ways in oonneotion with the oontraoti (i) by initial 
agreement between the contractor and the contracting offioer that known condi- 
tions warrant the use of suoh premium labor; . and (ii) to meet unexpected condi- 
tions or emergencies arising in the course of the contraot, not contemplated by 
the contracting parties® 

(3) The allowability of overtime, extra pay shift and multi-shift 
premiums will be determined as follows > 

(i) to the extent that the contractor and the contracting officer 
initially agree that suoh premiums are neoessary in view of 
known conditions, and the contracting offioer so authorizes 
in writing, suoh oosts are allowable; 

(ii) with respeot to unexpected conditions or emergenoies arising 
in the oourse of the oantraot, suoh costs are — 

(A) unallowable if the contractor is already obligated to 

' meet the oontraot delivery schedule without additional 

compensation therefor; 

(B) allowable to the extent authorized in writing by the con- 
tracting offioer, in the oase of cost reimbursement type 
oontraots; and 

(c) allowable to the extent authorized in writing by the con- 
tracting offioer prior to final prioing, in the oase of 

fixed— price redeterminable or incentive type oontraots® 
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(z) Patent Cost 3 ® Coats of preparing disclosures, reports, and other 
documents required by the oontraot and of searching the art to the extent neces- 
sary to make such invention disclosures, are allowable* In accordance with the 
olauses of the oontraot relating to patents, costs of preparing documents and 
any other patent 003 ts, in connection with the filing of a patent application 
where title is conveyed to the Government, are allowable® (See also (ii) and 


(jj) below®) 

(aa) Pension Plans® See (f) above® 

(bb) Plant Protection Costs® Costs of items such as (i) wages, uniforms, 
and equipment of personnel engaged in plant protection, (ii) depreciation on 
plant protection capital assets, and (iii) necessary expenses to comply with 
military seourity requirements, are allowable® 

(co) Plant Reconversion Costs* Plant reconversion oosts are those incup«4 
in the restoration or rehabilitation of the contractor *s facilities to approx* 
mately the same condition existing immediately prior to the commencement of the 
military oontraot work, fair wear and tear excepted® Reconversion oosts are 
unallowable except for the oost of removing Government property and the restora- 
tion or rehabilitation oosts caused by such removal® 

(dd) Preoontraot Costs* Pteoontraot costs are those incurred prior to the 

'• - ■ 

effective date of the oontraot directly pursuant to the negotiation and in 

anticipation of the award of the oontraot where suoh inourrenoe is neoessary 
to oomply with the proposed oontraot delivery sohedule® Suoh oosts ar9 allowable 
to the extent that they would have been allowable if inourred after the date 
of the contract® (But see AS PR 15-204®l(b)«) 

(ee) Professional Service Cost3 - Legal, Accounting, Engineering, and 


Other® 
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(1) Costa of professional servioes rendered by the members of a 
particular profession who are not employees of the oontraotor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the posts from the Government 
(but see (w) above)* 

(2) Factors to be considered in determining the allowability of oosts 
in a particular case inoludes 

(i) the past pattern of suoh oosts, particularly in the years 
prior to the award of Government oontraotsj 

(ii) the impaot of Government oontraots on the oontraotor ’s busi- 
ness (i*e*, what new problems have arisen) j 

(iii) the nature and soope of managerial servioes expected of the 
contractor’s own organizations j and 

(iv) whether the proportion of Government work to the contractor’s 
total business is suoh as to influence the oontraotor in 
favor of inc urr ing the cost , particularly where the sor'd, ces 
rendered are not of a continuing nature and have little 
relationship to work under Government oontraots* 

Retainer fees to be allowable must be reasonably supported by evidenoe of servioes 

I ’ . - 

rendered* 

(3) Costs of legal, aooounting, and consulting services, and related 
costs, inourred in oonneotion with organization and reorganization, defense of 
anti- trust suits, and the prosecution of claims against the Government, are 
unallowable* Costs of legal, aooounting, and consulting servioes, and related 
oosts, incurred in oonneotion with patent infringement litigation, are unallowable 
unless otherwise provided for in the oontraot* 
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(ff) Profits and Losses on Disposition of Plant, Equipment, or Other Capitu, 
Assets* Profits or losses of any nature arising from the sale or exchange of 
plant, equipment, or other oapital assets, inoluding sale or exohange of either 
short or long term investments, shall be exoluded in oomputing oontraot oosta 
(but see (i) (2) above as to basis for depredation)* 


(gg) Reoruiting Costa * Costs of "help wanted" advertising, operating oosta 
of an employment office necessary to seoure and maintain an adequate labor foroe, 
oosts of operating an aptitude and educational testing program, travel oosts of 
employees while engaged in reoruiting personnel, and travel oosts of applicants 
for interviews for prospective employment are allowable* Where the oontraotor 
uses employment agenoies, oosts not in exoess of standard oommeroial rates for 
uoh servioes are also allowable* Costs of speoial benefits or emoluments 
offered to prospective employees beyond the standard praotioee in the industry 
are unallowable* 

(hh) Rental Costs* (Inoluding S a le and Leasebaok of Faoilities) * 

(1) Rental oosts of land, building, and equipment and other personal 
property are allowable if the rates are reasonable in light of such faotors as 
the types life expeotanoy, oondit ion, and value of the faoilities leased, options 
available, and other provisions of the rental agreement* Application of these 
faotors involves oomparison of rental oosts with oosts whioh would be allocable 
if the faoilities were owned by the oontraotor* 

(2) Charges in the nature of rent between plants, divisions, or organi- 
zations under oommon control are unallowable except to the extent suoh charges do 
not exoeed the normal costs of ownership, suoh as depreciation, taxes, insurance, 

• . r 

-.nd maintenance? provided that no part of suoh oosts shall duplicate any other 


allowed oostso 
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(3) Unless otherwise specif ioally provided in the oontraot, rental 
oosts specified in 3 ale and. leasebaok agreements, incurred by oontraotors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and oonourrently leasing baok the same 
facilities, are allowable only to the extent that suoh rentals do not exceed 
normal oosts, suoh as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, whioh would have been inourred had the contractor retained legal 
title to the facilities* 

(ii) Researoh and Development Costs, 

(1) Researoh and development oosts (sometimes referred to as general 
engineering oosts) are divided into two major categories for the purpose of con- 
tract oosting — (i) general researoh, also referred to as basic research, funda- 
mental researoh, pure researoh, and blue-slqr researoh and (ii) related research or 
development, also referred to as applied researoh, product researoh, and produot 

l 

line researoh* 

(2) General researoh is "that type of researoh which is direoted toward 
inorease of knowledge in soienoe* In such researoh, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof* Costs of independent general 
researoh (t**at whioh is not sponsored by a oontraot, grant, or other arrangement) 
are allowable, subjeot to (6) below* Reasonableness of the cost should be deter- 
mined in light of the pattern of the cost of past programs, particularly those 
existing prior to the plaoing of Government contracts* 

(3) Related researoh is that type of researoh whioh is direoted 

toward practical application of science* Development i3 the systematic use of 

soientifio knowledge direoted toward the production of useful materials,, davioea,. 

methods, or processes, exclusive of design, manufacturing, ..and .production 
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engineering (see (l) above). Coats of a oontraotor’a independent related 
re sear oh and development (that which is not sponsored by a oontraot, grant, or 
other arr ang ement) are allowable, subjeot to (6) below, under any production con- 
tract to the extent that the research and development are related to the oontraot 
product line and the costs are allocated to all production work of the contractor 
on the oontraot product line. Such costs are unallowable under research and 
development contracts, 

(4) Independent researoh and development pro jeots shall absorb their 
appropriate share of the indireot oosts of the department where the work is per- 
formed, 

(5) Research and development oosts (including amounts capitalized), 
regardless of their nature, whioh were inourred in aocounting periods prior to 
the award of a particular contract, are unallowable, 

(6) The reasonableness of expenditures for independent researoh and 
development must be scrutinized with great care in connection with contractors 
whose work is predominantly or substanti ally with the Government, where suoh 
expenditures are not subject to the restraints of commercial produot prioing, 
there must be assurance that these expenditures are made pursuant to a pla nne d 
research program which is reasonable in soope and is well managed. The oosts 
should not exoeed those whioh would be inourred by an ordinarily prudent person 
in the oonduot of a competitive business, (See ASPR 15-204, 1(b),) 

(jj) Royalties and Other Costs for Use of Patents, 

(l) Royalties on a patent or amortization of the cost of acquiring by 
purchase a patent or rights thereto, neoessary for the proper performance of the 
oontraot and applicable to oontraot products or processes, are allowable, unless-*-^ 
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(l) the Government has a lioense or the right to free use 
of the patentj 

(ii) the patent has been adjudicated to be invalid, or has 
been administratively determined to be invalid) 

(iii) the patent is considered to be unenforceable) or 

(iv) the patent is expired* 

(2) Speoial care should be exeroised in determining reasonableness where 
the royalties may have been arrived at as a result of less than arm’s length 
bargaining) e. get 

(i) royalties paid to persons, ineluding corporations, 
affiliated with the contractor) 

(ii) royalties paid to unaffiliated parties, including oor» 
porations, under an agreement entered into in contem- 
plation that a Government contraot would be awarded; or 

(iii) royalties paid under an agreement entered into after the 
award of the contract* 

(3) Speoial oare should also be exeroised with respeot to royalties 
paid to unaffiliated parties, including corporations, upon patents the oost of 
which, . .or the oost of research and development work thereon, were substantially 
recovered through Government grants or charges against Government contracts or 
suboontraots • 

(4) In any oase involving a patent formerly owned by the contractor, 
the amount of royalty allowed should not exoeed the cost which would have been 
allowed had the contractor retained title thereto* 

(5) See AS PR 15-204*1 (b). 

(kk) Selling Costs* 

(l) Selling 00 s ts arise in the marketing of the contractor’s products 
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i and inolude ooat 3 of salaa promotion, negotiation, liaison between Government 

l 

representatives and oontraotor*s personnel, and other* related activities* 

(2) Selling costs are allowable to the extent they are reasonable 

' and are allocable to Government business (but see ASPR 15-204ol(b))* Allooability 
of selling oosts will be determined in the light of reasonable benefit to the 
Government arising from 3 uch activities as technical , consulting, demonstration, 
and other services whioh sure for purposes such as application or adaptation of 
the contractor^ products to Government use* 

(3) Notwithstanding (2) above, salesmen^ or agents* compensation, 
fees, commissions, percentages, or brokerage fees, whioh are contingent upon 
the award of contracts, are allowable only when paid to bona fide employees 

or bona fide established commercial or selling agenoies maintained by the con- 
tractor for the purpose of securing business* 

(ll) Servioe and Warraivfcy_Co3tSo Suoh costs inolude those arising from 
fulfillment of any contractual obligation of a oontraotor to provide servioes, 
suoh as installation, training, correcting defeots in the products, replacing 
defective parts, making refunds in the oase of inadequate performance, eto* 

\Hhen not inconsistent with the terms of the oomtraot, suoh service and warranty 
oosts are allowable* However, cate should be exeroised to avoid duplication of 
the allowance as an element of both estimated product oost and risk* 

(mm) Severance Pay* 

(l) Severance pay, also oommonly referred to as dismissal wages, is 
a payment in addition to regular salaries and wages, by contractors to workers 
whose employment is being terminated* Costs of severance pay are allowable only 
to the extent that, in each oase, it is required by (i) law, (ii) employer- 
employee agreement, (iii) established policy that oonstitutes, in effeot, an 

Implied agreement on the oontraotor *s part, or (iv) oiroumstanoes of the 
particular employment* jg 
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Costs of severance payments are divided into two oategories as 


(i) aotual normal turnover severance payments shall be 
allocated to all work performed in the contractor* a 
plant; or, where the contractor provides for accrual 
of pay for normal severances suoh method will be 
aooeptable if the amount of the aoorual is reasonable 
in light of payments aotually made for normal severances 
over a representative past period* and if amounts aoorued 
are allocated to all work performed in the oontraotor f s 
plant; and 

(ii) abnormal or mass severance pay is of suoh a conjectural 
nature that measurement of cost by means of an aoorual 
will not achieve equity to both parties* Thus accruals 
for this purpose are not allowable* However, the Govern- 
ment reoognizes its obligation to participate, to the 
extent of its fair share, in any specif io payment* Thus* 
allowability will be considered on a case-by-oase basis 
in the event of oocurrenoe* 

G 311 ) Speolal Tooling Costs* The term ^special tooling 1 * means property 
of such specialized nature that its use, without substantial modification or 


alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which aoquired or furnished* It 
inoludes, but is not limited to, jigs, dies, fixtures, molds, patterns, speoial 
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taps, speoial gauges, and special test equipment# The oost of speoial toold 
when aoquired for and its usefulness is limited to one or more Government con- 
tracts, is allowable and shall be allooated to the speoifio Government ocn- 
traot or oontraots* 

(oo) Taxes* 

(1) Taxes are charges levied by Federal, State, or looal governments# 
They do not include fines and penalties exoept as otherwise provided herein# 

In general, taxes (inoluding State and looal inoome taxes) which the oontraotor 
is required to pay and whioh are paid or aoorued in aocordanoe with generally 
aooepted aooounting principles are allowable, exoept fort 

(i) Federal inoome and exoess profits taxes; 

(ii) taxes in oonneotion with finanoing, refinancing or 

refunding operations (see (q)); /"""n 

(iii) taxes from whioh exemptions are available to the oon- 
traotor directly or available to the ocntraotor based 
on an exemption afforded the Government exoept when 
the oontraoting offioer determines that the adminis- 
trative burden inoident to obtaining the exemption 

outweighs the corresponding benefits acoruing to the 
y • • ■ 

Government; and 

(iv) speoial assessments on land whioh represent oapital 
improvements# 

(2) Unadjudioated taxes otherwise allowable under (l) above, but 

whioh may be illegally or erroneously assessed, are allowable; provided that 
the oontraotor prior to payment of such taxes* 

(i) promptly requests instructions from the oontraoting 
offioer oonoerning such taxes; and 


<v 
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(ii) takes all aotion directed by the oontraoting 

officer, including cooperation with and for the 
benefit of the Government, to (A) determine the 
legality of suoh assessment or, (B) secure a 
refund of such taxes* 

Reasonable oosts of any such aotion undertaken by the contractor at the direction 
of the oontraoting offioer are allowable* Interest and penalties inourred by a 
contractor by reason of the nonpayment of any tax at the direction of the oon- 
traoting offioer or by reason of the failure of the oontraoting officer to' 
assure timely direction after prompt request therefor, sire also allowable* 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as oontraot oosts, shall be oredited or paid to tha Government 
in the ma nne r direoted by the Government, provided any interest aotually paid or 
oredited to a contractor incident to a refund of tax, interest or penalty shall 
be paid or oredited to the Government only to the extent that suoh interest 
aocrued over the period during whioh the contractor had been reimbursed by the 
Government for the taxes, interest, or penalties© 

(pp) Trade, Business, Teohnioal and Professional Aotivity Costso 

i * . ' 

(1) Memberships o This oategory inoludes oosts of memberships 

in trade, business, teohnioal, and professional organizations* Suoh costs are 
allowable* 

(2) Subscriptions* This item inoludes oost of subscriptions to 
trade, business, professional, or teohnioal periodioals* Such costs are 
allowable* 

(3) Meetings and Conferences* This item inoludes cost of meals, 
transportation, rental of faoilities for meetings, and costs incidental 
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/* 

thereto* whan the primary purpose of the incurrence of such costs is the disse 
mination of teohnioal information or stimulation of prodiction* Suoh costs are 
allowable* 

(qq) Training and Educational Costs* 

(1) Costs of preparation and maintenance of a program of instruc- 
tion at noncollege level, designed to inorease the vocational effectiveness of 
bona fide employees, including training materials* textbooks* salaries or 
wages of trainees during regular working hours, and 

salaries of the director of training and staff 
when the training program is oonduoted by the 
oontraotor) or 

tuition and fees when the 'braining is in an 
institution not operated by the oontraotor) 

(2) Costs of part-time technical, engineering and soienttfio 
education, at an under-graduate or post-graduate oollege level, related to the 
job requirements of bona fide employees, including onlyt 

(i) training materials) 

(ii) textbooks) 

(ill) fees oharged by the eduoational institution) 

(iv) tuition oharged by the eduoational institution* or 
in lieu of tuition, instructors* salaries and the 
related share of indireot cost of the eduoational 
institution to the extent that the sum thereof is 
not in exoess of the tuition whioh would have 
been paid to the participating eduoational 
institution) and 


(i) 


(ii) 

are allowable* 
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(v) straight- time ocmpensation of eaoh employee for 
time spent attending classes during working hours 
not in excess of 166 hours per year where oiroum- 
stanoes do not permit the operation of olasses or 
atten d anoe at olasses after regular working hours j 

are allowable* 

(3) Costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in oonneotion with fulltime 
soientifio and engineering eduoation at & post-graduate (but not under- graduate) 
oollege level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for eaoh employee so trained, are 
allowable* In unusual oases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the ocntraotor for training purposes are 
allowable to the extent set forth in (t), (i), and (hh) above, respectively* 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or fellowships, 
are considered contributions (see (h) above)* 

(rr) Transportation Costs* Transportation costs inolude freight, 
express, oartage, and postage charges relating either to goods purohased, in 
prooess, or delivered* These oosts are allowable* When suoh oosts oan readily 
be 'identified with the items involved, they may be dreoted oosted as transporta- 
tion oosts or added to the oost of suoh items (see (v) above)* Where identifi- 
cation with the materials received oannot readily be made, inbound transportation 
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oosts may be charged to the appropriate indireot coat accounts if the oontra/ 
follows a consistent, equitable procedure in this respeot* Outbound freight, 
if reimbursable under the terms of the oontraot, should be treated as a 
direot cost® 

(ss) Travel Coats® 

(1) Travel oosts include costs of transportation, lodging, sub- 
sistence, and incidental expenses, inourred by contractor personnel in a 
travel status while on official oompany business* 

(2) Travel oosts may be based upon aotual oosts inourred, or 

on a per diem or mileage basis in lieu of aotual o odts , or on a combination of 
the two, provided the method used does not result in an unreasonable charge* 

(3) Travel oosts inourred in the normal course of over-all admin- 
istration of the business and applicable to the entire business are allowable^ 
Suoh costs shall be equitably allocated to all work of the oontraotoro 

(4) Travel oosts directly attributable to speoifio contract per- 
formance are allowable and may be oharged to the oontraot in aooordanoe with 
the principle of direct oosting (See ASPS 15-202 )o 

(5) ITeoessary, reasonable costs of family movements and personnel 
movements of a speoial or mass nature are allowable, subject to allocation 

'i 

on the basis of work or time period benefited when appropriate* (But see 
ASPR 15-204.1 (b).) 



